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The Challenge of Merchandise 
Management Accounting 


Merchandise Management Accounting has excited retailers be- 
cause it offers the hope of solving some of the basic problems that 
confront them. The promise it holds forth is this: 


If stores could know costs by item, they could aim at dollar profit 
instead of percentage profit, thereby competing more effectively for 
customer patronage and using capital more efficiently. 

Will it work? 

This issue of the JoURNAL OF RETAILING seeks to help stores 
answer that question by presenting a many-sided view of the new 
management tool. 

As such, it is an appraisal and not a test. The tests, of course, 
will come as individual companies put M.M.A. to use. In the end, 
the composite of these experiences will decide what place, if any, 
M.M.A. will hold in retailing. 


Meanwhile, it can be said that M.M.A. is in the retail tradition. 
It applies a statistical method to solve problems that other in- 
dustries have answered by more precise means. This approach has 
worked before in retailing. Witness the acceptance of the retail 
method of inventory, the contribution plan of departmental ac- 


counting, and Expense Center Accounting. 


Each of the aforementioned has enabled store managements to 
get better control of their operations by supplying additional in- 
formation for use in measuring results, planning, and making de- 
cisions. If M.M.A. succeeds, it will bring the trade one step fur- 
ther along the road to more precise and more effective management. 


Editorial Board for Special M.M.A. Issue 
Gordon B. Cross Elmer O. Schaller 
Herman Radolf Bernard W. Smith 
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Objectives and Basic Principles 


of M.M.A. 


ROBERT I. JONES * 
Partner, Merchandising Division, Arthur Andersen & Co. 


For many years our American dis- 
tribution system has functioned within 
a framework of financial and account- 
ing concepts that have seriously limited 
its effectiveness. With a conviction that 
significant improvements were possible, 
and facing the need for a concrete 
plan of action, researchers have de- 
voted considerable time over the past 
years toward achieving these goals. 
The feasibility of accomplishing the 
desired objectives was thus demon- 
strated conclusively, and experimental 
store projects have since confirmed the 
conclusions. The experimental projects 
have been based upon a comprehensive 
program which reflects a new approach 
to merchandising. Such an approach 
may be applied with varying degrees of 
refinement, depending upon the re- 
quirements of the particular applica- 
tion. It may also be applied in varying 
scope, ranging from a limited merchan- 
dising tool to a complete merchandising 
and financial program integrated with 
unit as well as monetary controls and 
reports. 

The general philosophy of this new 
approach was first introduced publicly 
in January 1957 at the annual meeting 


* As one of the original thinkers in the develop- 
ment of M.M.A., Mr. Jones is well qualified to 
discuss its objectives and basic principles. 


of the National Retail Dry Goods As- 
sociation (now known as the National 
Retail Merchants Association) under 
the name of Merchandise Accounting.’ 
Since then, it has received widespread 
interest from business and academic 
quarters, and a number of people and 
organizations are making a valuable 
contribution to its further develop- 
ment. We are very nleased that the 
School of Retailing «. New York Uni- 
versity has elected to devote this issue 
of its JOURNAL OF RETAILING to the 
subject of Merchandise Management 
Accounting. 


Observations 


As a starting point, let us take a 
broad look at our distribution system 
and, in particular, at retailers of con- 
sumer goods. Several observations are 
significant : 


1. The important decision-making 
level for retailers is neces- 
sarily the individual item of 
merchandise. All managerial 
decisions must ultimately be 
reduced to this level whether 
they involve matters of pric- 
ing, advertising, display, mer- 

1 Both Professor Malcolm P. McNair of Harvard 
University and Mr. Sam Flanel of N.R.M.A. as- 
sisted in selecting the name, Merchandise Manage- 
ment Accounting. 
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TABLE OF CONTROLLABLE PROFITS 
PATTERN 5 — BATHING SUITS 





CONTROLLABLE PROFIT (LOSS) AT INDICATED 
MARK-UP PER CENTS 


















































30% 35% 40% 45% 50% 
s| $4.98 | $¢ .61) | $¢ .38) | $¢ .15) $ .08 $ .31 
“ 5.98 ( .42) ( 14) 13 Al 68 
+ 6.98 ( .23) 09 Al 74 1.06 
7.98 ( .04) 33 .69 1.07 1.43 
; 8.98 15 56 .98 1.39 1.81 
9.98 34 80 1.26 1.72 2.18 
pe} 10.98 53 1.03 1.54 2.05 2.56 
R| 12.98 91 1.50 2.10 2.71 3,31 
15.98 1.48 2.20 2.95 3.69 4.43 
e| 19.98 2.24 3.16 4.08 5.00 5.93 
25.00 3.19 4.34 5.49 6.64 7.80 
THE ABOVE FIGURES INCLUDE: 
MARKDOWNS AT 11% 
ADVERTISING AT 2% 
CASH DISCOUNTS AT 8% 
DEDUCT FREIGHT FROM WEST COAST 
QUANTITY cconeee cennaes pan. post ‘poet: 
4 $.65 $.49 $.51 $.11 
6 42 32 4b 10 
12 .25 17 .40 07 
18 18 12 36 06 
24 16 10 36 06 
36 13 08 34 06 
48 12 07 33 05 
60 11 06 33 05 
72 10 06 33 05 
84 10 05 33 05 





In this table the buyer is furnished data on the especially volatile 
elements which have been included in the table. The impact of freight 
costs, as shown in the lower table, varies a great deal depending upon 
the quantity ordered and the method of shipment. 
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OBJECTIVES AND BASIC PRINCIPLES 


chandise assortments, what to 
buy, how many to buy, or any 
other aspect of a merchandis- 
ing decision. The individual 
item, then, must be recognized 
as the level at which financial 
and accounting information 
should be supplied if it is ade- 
quately to serve a managerial 
purpose. 

In present practice, however, 
this managerial need for fi- 
nancial information at the in- 
dividual item level is not 
satisfied—in fact, we find prac- 
tically a vacuum. We find in- 
stead that virtually all financial 
and accounting information is 
being centered around the “or- 
ganizational level” of responsi- 
bility. In the case of depart- 
ment stores, for example, this 
organizational level of respon- 
sibility is the selling depart- 
ment. Thus, the financial and 
accounting practices of the re- 
tail industry have been pri- 
marily devoted to accomplish- 
ing the stewardship function 
rather than the managerial 
function. 

When confronted with the 
need for financial information, 
retailers have necessarily had 
to use the only information 
available—that which was gen- 
erated to accomplish the stew- 
ardship function. Even this 
type of financial data has been 
available in considerably vary- 
ing degrees of refinement and 
quality within the industry. 
For example, some retailers do 
not analyze departmental op- 
erations beyond the point of 
sales and gross margin. Other 
retailers may assign certain op- 
erating expenses to depart- 
ments, but the extent and qual- 
ity of such assignment varies 
widely. On the basis of such 
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information, however, most re- 
tailers have developed some 
financial yardsticks for their 
merchandising operation 
( These “‘yardsticks” center pri- 
marily around departmental 
percentage relationships of 
initial markup and expenses to 
sales price.) Thus, in making 
their decisions on pricing, mer- 
chandise handling, and so on, 
retailers have inevitably come 
to associate the experience of 
certain departments (or even 
their store as a whole) with the 
individual items carried. 


In actual fact, however, there 
are significant differences in 
the cost and profit experience 
among individual items of mer- 
chandise carried in every sell- 
ing department. It is important 
to point out why such over-all 
departmental experience, par- 
ticularly when expressed in 
terms of percentage to sales 
price, may be grossly mislead- 
ing. The principal reasons may 
be summarized as follows: 


a) Many important costs in- 
curred by a store are not 
affected in any way by sales 
price, but instead are in- 
curred because of the sales 
transaction. Thus, in finan- 
cial expression such costs 
must be recognized on the 
basis of their dollar costs 
rather than as a percentage 
of sales price. Examples of 
such costs are warehousing 
and delivery, where it costs 
the same to warehouse and 
deliver the standard model 
of a refrigerator selling for 
$200 as it does the deluxe 
model selling for $400. 

b) Many costs are incurred to 
a different degree for dif- 
ferent items of merchan- 
dise carried within the same 
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erage relationship for a number of large retailers for 1956. 
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selling department. This is 
true irrespective of whether 
the cost is influenced by 
price or not. These differ- 
ences in cost may be due to 
a number of factors, in- 
cluding the merchandise it- 
self, store policy, customer 
shopping habits, etc. For 
example, some merchan- 
dise, like chrome dinette 
sets, may have to be as- 
sembled or otherwise given 
special handling treatment 
before being delivered to 
the customer. Other mer- 
chandise, such as marble or 
glass-top tables, may have 
a high breakage or damage 
factor because of inherent 
merchandise — characteris- 
tics. Still other merchan- 
dise like wardrobes, be- 
cause of their bulk, may 
have to be warehoused and 
delivered as contrasted with 
other merchandise in the 
same selling department 
that would not require such 
additional services. 


Retailers’ cost experience 
may also vary significantly 
among similar merchandise 
items produced by different 
manufacturers. This may 
be occasioned by differences 
in quality of product or by 
differences in manufactur- 
ers’ policies that affect cer- 
tain store costs. Store costs 
that may be so affected in- 
clude markdowns, mer- 
chandise adjustment costs, 
advertising expense, selling 
expense, wrapping and 
packing expense, and 
freight costs. 


Since none of these factors is 
reflected by the percentage of 
initial markup, however, the 


Spring 1958 


buyer is not usually able to 
recognize adequately or trans- 
late financially the impact of 
such differences upon store 
profit. 


. Although retailers have always 


stressed the importance of 
good turnover, this factor has 
never been adequately inte- 
grated in their financial think- 
ing. Consequently, profit ex- 
perience, particularly at the 
buyer level, has traditionally 
been viewed in relationship to 
sales price alone. From an 
economic standpoint, however, 
real profit may be properly 
measured only in terms of 
earning power on_ invested 
capital. To accomplish this, 
the profitability in relation to 
sales price must be combined 
with the turnover factor. 

Retailers, particularly depart- 
ment stores, by reason of hav- 
ing such limited operating ex- 
pense information with respect 
to the merchandise they sell, 
have generated a concept of 
“cost” limited to the cost of 
merchandise acquired from the 
manufacturer. Thus, they tend 
to exclude from their thinking 
of what the customer “buys” 
the cost of services that they 
provide, which are a definite 
part of the economic value of 
the ultimate product acquired 
by the consumer. This limited 
and misleading concept of 
“cost” has dulled the retailers’ 
recognition of what particular 
retail services the consumer 
might wish to buy but which 
have not usually been made 
available to the consumer in 
any alternative “package of 
service.” Instead, stores have 
tended to develop their own 
individual standards of service 
and applied such standards 
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OBJECTIVES AND BASIC PRINCIPLES 9 


rather broadly to all lines of 
merchandise within the store. 

Store organization and re- 
sponsibility have contributed to 
this situation in many respects. 
For example, buyers are fre- 
quently limited in their respon- 
sibility through the so-called 
point of “gross margin.” This 
has tended to limit any sense of 
responsibility on the part of the 
buyer for the cost of the retail 
services added by the store, 
even though such buyer may™ 
have decided influence and con- 
trol over the quantity and qual- 
ity of such retail services. Cer- 
tain progressive retailers have 
expressed concern over this 
issue and cited it as an area in 
which the industry must seek 
improvement. 


In addition to the above observa- 
tions about retail operations, there are 
a number of other collateral areas 
where early progress is essential for 
the industry. These include, for ex- 
ample, the basis of buyers’ incentive 
compensation plans and the need for 
integration of unit controls and mone- 
tary controls. 

Let us now turn to a discussion of 
how Merchandise Management Ac- 
counting (which we will refer to 
henceforth as M.M.A.) can play an 
important role in accomplishing im- 
provement for the retail industry. It 
will probably be helpful if such discus- 
sion is divided between “techniques of 
M.M.A. application” and “managerial 
uses of M.M.A.” 


Techniques of M.M.A. Application 


One of the most important depar- 
tures of M.M.A. from conventional 
retail accounting practice is to, break 
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away from “gross margin” as the most 
meaningful profit level for managerial 
evaluation} Emphasis at such a level 
has been fostered by the widespread 
use of the “retail method” of account- 
ing, which should have been confined 
to a bookkeeping technique for (1) de- 


veloping interim financial statements . 


without taking a physical inventory and 
(2) pricing physical inventories on a 
fast basis when they are taken. Under 
such a retail method of accounting, 
no emphasis was placed upon the im- 
portance of managerial information 
about the important expenses incurred 
past the point of “gross margin.” 

In contrast, however, M.M.A. places 
as much emphasis on developing man- 
agerial information on expenses in- 
curred because the particular merchan- 
dise is sold as it does on the cost of the 
merchandise itself. M.M.A. accord- 
ingly develops and emphasizes a new 
level of profit for managerial use which 
is that level of profit remaining after 
all ‘“‘variable costs” have been ab- 
sorbed. We call such level of profit 
“controllable profit.” Some people ex- 
press concern over semantics when we 
use the term “controllable profit” be- 
cause they point out that all “variable” 
costs are not fully “controllable” by 
the buyer whom we are asking to work 
with this information. It should be 
recognized, however, that such variable 
costs are largely controllable, or at 
least may be definitely influenced by 
the store organization, and that the 
buyer is the one individual who should 
accept the primary responsibility for 
merchandising performance. 

Now, in addition to the above-de- 
scribed variable costs, all retailers incur 
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certain costs which are relatively 
“fixed.” In other words, they will be 
incurred in about the same amount 
irrespective of whether we sell a par- 
ticular piece of merchandise or how we 
service that particular piece of mer- 
chandise. It should be recognized that 
this distinction between variable and 
fixed costs is not a rigid one from the 
standpoint of classification of costs 
which fall into each category. On the 
contrary, it is an absolutely flexible 
distinction that must recognize the 
actual facts and character of the costs 
in the particular store operation. 

Since this latter category of costs is 
relatively fixed, it may be concluded 
that the sale of any piece of merchan- 
dise that will earn a controllable profit, 
and therefore make a contribution to 
the store’s fixed expense, is going to 
improve the store’s net profit perform- 
ance. Also, any item that does not 
contribute a controllable profit will 
hurt the store’s profit performance. 

When this conclusion is reached, it 
is not uncommon to have people react 
to M.M.A. with a fear that it will re- 
quire discontinuance of any item not 
contributing a controllable profit. Let 
me assure you that this is not the case. 
There will always be good merchandis- 
ing justification for carrying certain 
items of merchandise that will not 
contribute a profit. Such reasons might 
include meeting competition, carry- 
ing a rounded, well-balanced stock, 
building store traffic, etc. At the 
same time, knowledge of such loss ex- 
perience in carrying a particular line of 
merchandise should invite the proper 
attention and justification for doing 
so on the grounds of a valid business 
reason. 
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The departure from gross margin 

emphasis recommended above has been 
recognized by certain progressive stores 
to varying degrees in the past. For the 
purpose of historical reporting, such 
stores are presently reporting on a 
departmental basis through an inter- 
mediate level of profit below gross 
margin. 
( To accomplish our improvement 
goals, however, the controllable profit 
concept must be extended beyond the 
departmental level of summarization 
and reach down to the individual item 
of merchandise carried in the depart- 
ment.) Otherwise, a buyer cannot ef- 
fectively use such a concept on a for- 
ward-thinking action basis, which must 
always be in terms of the individual 
item. Furthermore, the quality of such 
controllable profit data used in decision 
making must be sufficient to permit 
proper conclusions. Of the stores pres- 
ently developing further levels of in- 
termediate profit on a departmental 
basis, some are lacking in such quality 
of cost assignment for a sound M.M.A. 
program. The degree of quality need 
not go beyond what is necessary to base 
a sound merchandising decision, but 
one should be sure that it does meet 
this test of adequacy. 

Breaking through to the individual 
item level has therefore been a tremen- 
dous barrier to the further refinement 
of cost data for use in the retail in- 
dustry. We found the means to ac- 
complish this by recognizing a new 
common denominator for merchandise : 
its “cost pattern.” Our research demon- 
strated that if we approach merchan- 
dise from the standpoint of what vari- 
able costs it incurred we could group 
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many different items into common cost 
groups or “patterns.” Thus, the many 
hundreds of different merchandise 
items carried in any selling department 
could be effectively grouped into rela- 
tively few cost patterns. In doing this, 
we distinguish broadly between two 
types of cost: (1) those that are af- 
fected by the selling price or markup 
of the merchandise, such as selling 
commissions, markdowns, credit in- 
come, etc., and (2) those that are not 
affected by the selling price or markup 
of the merchandise, such as warehous- 
ing, delivery, etc. By making this dis- 
tinction in costs, it is possible to ex- 
press such “cost patterns” in terms of 
a mathematical formula and thereby 
easily generate charts or tables that 
will enable a buyer to determine readily 
the controllable profit result of his 
merchandising decisions. Furthermore, 
by making such distinction in costs, it 
is possible to establish cost patterns on 
a basis that will accommodate merchan- 
dise of any sales price or markup, just 
as long as it follows a comparable pat- 
tern for variable costs. 

There are a great many important 
details related to the establishment of 
cost patterns and the classification of 
merchandise by pattern which this 
article is not designed to cover. How- 
ever, at least two further observations 
should be made in passing: 


First, it should be recognized that 
certain costs, by their inherent na- 
ture, do not follow a predictable 
pattern and must therefore be ex- 
cluded from the charts or tables 
and given separate recognition be- 
fore controllable profit can be de- 
termined. Such costs may vary 
between stores and can include 
freight, markdowns, and promo- 


tional advertising. Special treat- 
ment of such costs is easily taken 
care of through supplementary 
notes to the basic data. 


Second, the cost data should be 
maintained on a current basis in 
order to be representative of fu- 
ture experience. This can be done 
on a regular cycle review basis for 
the different categories of cost. 

Up to this point, we have accom- 
plished through the use of “cost pat- 
terns” our goal of obtaining control- 
lable profit information on an _ indi- 
vidual item basis. Let us keep in mind 
that this information is also readily 
available to the buyer in making his 
everyday decisions. For example, unit 
control records will have‘ such data 
added for quick reference and the 
buyer will be supplied with what we 
call “buyers’ guides,” which are the 
charts or tables covering all the mer- 
chandise for which he is responsible. 
Several examples are included with 
this article. 

We must still, however, integrate 
the important factor of “turnover,” or 
frequency of sale in relationship to 
stocks, with this new level of “item 
profitability.” By doing this we can 
effectively express item profitability in 
terms of “return on_ investment,” 
which will for the first time put the 
decision-making level of retailing on a 
sound economic foundation. It is in- 
teresting to note that the retail industry 
has always stressed the importance of 
inventory turnover. But, lacking the 
means to integrate it with its profit 
evaluation at the decision-making item 
level, the industry has had to approach 
it without financial information on the 
dollar-and-cents significance of turn- 
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over. It is most important that this be 
accomplished because turnover really 
reflects the necessary holding period 
or “time” of a store’s inventory invest- 
ment. And, from an economic stand- 
point, “time” is truly the fourth di- 
mension of profitability—selling price, 
merchandise cost, and variable store 
costs being the first three dimensions. 

M.M.A. accomplishes the above ob- 
jective within the framework of its 
“cost patterns.” In effect, it converts 
the item profitability information at the 
controllable profit level to its equivalent 
result expressed as the return on in- 
ventory cost. Then, by means of a 
standard supplementary table which 
may be used for all cost patterns, it 
translates this result to the final return 
on total investment experience at the 
appropriate turnover experience. This 
is illustrated in a set of tables included 
in this article. 

Several further observations are im- 
portant with respect to the use of 
M.M.A. when it is extended to the 
point of being expressed as return on 
investment. 

First, it must be recognized that the 
previously described result of return 
on inventory investment must be meas- 
ured against some performance par. In 
determining such par, consideration 
must be given to the investment in net 
assets other than inventory and the 
cost of capital for the particular opera- 
tion. 

Second, recognition should be given 
to the differences in merchandising risk 
associated with different merchandise 
lines, and such differences should be 
recognized in establishing the perform- 
ance pars for those lines. 
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Our studies, to date, have indicated 
that many merchandise lines having 
comparable profit experience at the 
controllable profit level have signifi- 
cantly different experience after reflect- 
ing the turnover factor and determin- 
ing the return on investment. In other 
words, experience is demonstrating 
that integration of turnover in financial 
thinking is virtually essential to achieve 
a store’s full merchandising potential. 

Let us now turn to a general discus- 
sion of some of the managerial uses of 
an M.M.A. program. 


Managerial Uses of M.M.A. 


It seems to many people that the 
most obvious use of M.M.A. informa- 
tion lies in the area of pricing mer- 
chandise. It is true that it has some 
very dramatic applications in this area. 
Yet, its other managerial uses are of 
greater long-range importance. In fact, 
its ultimate use as a basis for pricing 
may be fully realized only after a 
satisfactory performance has _ been 
achieved in its other areas of applica- 
tion. Therefore, let us first examine 
some of these other areas of use. 

As previously discussed, profit per- 
formance should be measured by re- 
turn on investment. Top management 
has always been judged against this 
yardstick by the company’s stockhold- 
ers. Under M.M.A., top management 
may now judge the entire merchandis- 
ing organization against the same yard- 
stick, and merchandisers may, in turn, 
judge their daily actions in the same 
way. Thus, we can provide the means 
for a consistent profit evaluation at all 
levels ut responsibility. At present 
there is a great deal of conflict in such 








performance evaluations at different 
levels of responsibility within many 
store organizations. One of the most 
dangerous areas lies in the basis of 
buyers’ incentive compensation plans. 

It is very common to find buyers’ in- 
centive compensation geared to sales 
dollars and percentage of markup. 
Meeting such goals may be entirely 
contrary to the best profit interest of 
the store, and most of us are aware of 
instances where in straining to meet his 
budget a buyer has made decisions that 
hurt store profit. Many such mistakes 
are innocent ones because the buyer 
was not informed on the facts about 
such marginal programs. It would ap- 
pear desirable, therefore, for a store 
following an M.M.A. program also to 
gear its buyers’ incentive compensation 
programs to controllable profit return 
on investment. 

Another area of conflict on profit 
responsibility is found in many stores 
between the merchandising and operat- 
ing divisions. Too often the buyer is 
held responsible only through gross 
margin, and the operating division is 
held responsible for expense perform- 
ance. Actually, buyers should be held 
responsible for net profit, and the most 
meaningful level upon which a buyer 
should accordingly focus his thinking 
is the controllable profit level. On this 
basis, a buyer must co-ordinate his 
work closely with the operating divi- 
sion. In effect, it makes sense for the 
buyer to be charged with responsibility 
for the quantity of expense and the 
operating department head to be 
charged with responsibility for the 
quality of performing the job. For 
example, in the case of warehousing 
it is up te the buyer to make prudent 
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use of warehouse facilities but up to 
the warehouse manager to operate an 
efficient warehouse. 

Failure to hold a buyer responsible 
past the level of gross margin has also 
had a detrimental effect on the effec- 
tiveness of his purchase negotiations 
and on true profit evaluations of differ- 
ent merchandise lines. For example, 
there are many aspects of vendors’ 
terms besides markup that significantly 
affect store expenses. An efficient buyer 
will seek these factors just as aggres- 
sively as he will markup. In fact, such 
factors are usually more negotiable 
than markup with a manufacturer. 
Some examples of the areas mentioned 
are as follows: 


Advertising allowances 
Discounts 

Prepackaging 

Premarking 

Direct shipment to customers 
on certain lines 
Manufacturers’ sales demon- 
strators 

Right of merchandise return 
Dating on invoices (guard 
against overstock) 

9. Freight terms 
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Responsibility for areas of expense 
affected by the above factors will 
sharpen a buyer’s negotiations. 

Of course, M.M.A. also has con- 
stant use as a general buying aid 
both for regular purchases and special 
promotions. It is especially dramatic 
in the case of special promotions, and 
in some cases it is being applied to 
such purchases for the first time. For 
example, many special promotions in- 
volve irregular vendor terms, special 
merchandise handling, special advertis- 
ing, and so forth. With M.M.A. it is 
possible readily to project the financial 
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consequences of all these variables to a 
quick profit result. Its use as a pricing 
tool is also particularly effective in 
this area.. 

In general, M.M.A. can be useful in 
pricing wherever the merchant has 
price discretion. Where the item is 
identifiable to the customer and compe- 
tition must be met, or where the manu- 
facturer has established the selling 
price, the retailer does not have such 
price discretion. Where he does, how- 
ever, M.M.A. can be very useful in 
pricing to yield the maximum dollars 
of profit. To do this, it must be recog- 
nized that maximum dollars are the re- 
sult of both profit per unit and volume 
sold. Such end result may be readily 
projected by use of the illustrative 
tables included here. This emphasis on 
maximum dollars of profit is again in 
conflict with much traditional thinking 
geared to markup percentages. I have 
known many buyers who say frankly 
that a store’s emphasis on markup per- 
centage has prevented the store from 
working toward maximum dollars of 
profit. 

In developing the cost data used in 
an M.M.A. program it is, of course, 
natural that a great deal is learned 
about what causes costs to be what they 
are. Our experience to date has proved 
very forcibly that most stores can re- 
duce their costs by improving the effi- 
ciency with which they operate. Fur- 
thermore, the opportunities for such 
efficiencies become self-evident in 
many cases, once the facts necessary 
to an M.M.A. program are acquired. 
We find that store personnel in every 
division will begin to question the 
“why” of costs they formerly accepted 
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as inevitable. It is surprising how much 
of total expense in some stores is gen- 
erated for nonproductive work. Fur- 
thermore, under M.M.A., the responsi- 
bility for such cost may be firmly fixed 
and appropriate corrective action taken. 


Summary 


All the above managerial uses of 
M.M.A. relate to its use as a basic 
merchandising tool. This is the pri- 
mary purpose of M.M.A. It should be 
recognized, however, that such infor- 
mation all stems from an improved de- 
termination and interpretation of store 
costs. Accordingly, this basic data may 
also provide as a most valuable by- 
product the foundation for a com- 
pletely new and improved basis of 
financial reporting. It is not the pur- 
pose of this article to discuss such 
system, but the reader should be aware 
of this further application. In brief, 
the costs used as the basis for “cost 
patterns” may be viewed as “standard” 
costs, and subsequent actual experience 
measured against budgets based upon 
standard, with adjustment made for 
the difference in mix between sales 
actually realized and originally planned. 
Furthermore, although in its initial ap- 
plication we would recommend that 
such standards be predicated upon 
actual experience, it should be recog- 
nized that they could ultimately be re- 
fined so as to be based upon efficiency 
pars and thereby extend further the 
interpretive use of M.M.A. as a man- 
agerial financial tool. 

It is hoped that this summary of 
M.M.A. has provided the reader with 
a general understanding of its objec- 
tives and basic principles. 





The Historical Background of 


Merchandise Management 
Accounting 


ELMER O. SCHALLER 
Assistant Dean, New York University School of Retailing 





Dr. Schalier shows how the retailer’s concept of “cost” has 
developed over the years. At first the village storekeeper con- 
sidered “cost” only as the actual cost of the merchandise. Gradu- 
ally he began to keep more accurate records of operational expenses 
and to relate these to selling expense, though without item break- 
down. 

The period of pioneer work in item accounting is explored, ne-t, 
with its culmination in the exciting new development of Merchan- 
dise Management Accounting. Expense Center Accounting, which 
is such a significant link in the chain of development as well as a 
vital adjunct to M.M.A. today, is not considered here because it ts 








discussed in detail in other articles of this issue. 

In conclusion, Dr. Schaller stresses the particular contributions 
made by M.M.A. which were not made—or even approached—in 
earlier attempts at scientific pricing. 








Throughout the history of retailing, 
merchants have recognized the need to 
price their merchandise correctly in 
order to make a profit. Even primitive 
traders must have borne their “costs” 
in mind when they sold their wares. 
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The exact meaning of “costs,” how- 
ever, has changed significantly. Con- 
cepts and definitions associated with 
“costs” and “expenses” have been 
modified and refined in the never-end- 
ing effort to price merchandise more 
logically, realistically, and profitably. 
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Early Emphasis on the Cost of Mer- 
chandising 


Many years ago, a small retailer was 
frequently a shopkeeper who spent 
little or no money for salaries, rent, or 
interest. He did his own work, owned 
his premises, and rarely borrowed 
money. Under the circumstances, his 
operating expenses were low. In that 
pre-income-tax era, he was not re- 
quired to keep accurate records, with 
the result that often he did not know 
what his expenses were. A large part 
of his total outlay of money was for 
merchandise purchases. To _ him, 
“costs” were mainly merchandise costs. 
When he paid a vendor $1.00 for an 
item and sold it for $1.50 he considered 
his “profit” to be $.50. He figured his 
“profit” as a percentage of the all-im- 
portant cost of $1.00 or 50 per cent. 


Gradual Recognition of Other Costs 


As stores became larger and more 
elaborate, the owners became more 
conscious of operating expenses. They 
had to pay for numerous services they 
rendered to customers. With the ad- 
vent of income taxes, merchants were 
forced to keep a record of expenses 
and thus became more aware of the 
size and nature of their operating ex- 
penses. With expenses increasing, mer- 
chants realized that the difference be- 
tween the merchandise cost and the 
selling price should not be called profit 
but, rather, gross profit, from which 
operating expenses must be subtracted 
to determine net profit. In later years, 
the term gross margin frequently was 
used in place of gross profit. It became 
common practice to express store-wide 
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expenses as a percentage of store-wide 
sales. Some retailers mistakenly as- 
sumed that their average store-wide 
expense rate of 25 per cent, for ex- 
ample, applied with equal validity to 
each and every category of merchan- 
dise they sold when, in fact, one cate- 
gory may have necessitated 30 per cent 
of its sales to be expended for operat- 
ing expenses, and another category 
only 22 per cent. The merchant who 
overlooked these differentials in ex- 
pense rates tended to strive for the 
same or a similar rate of gross profit 
on all his goods. This across-the-board 
pricing policy was dogmatic and unin- 
spired. On the other hand, differential 
gross profit rates would be a more dy- 
namic and opportunistic approach to 
pricing. 


Early Days at Macy’s 


Ralph M. Hower, in his History of 
Macy's of New York, 1858-1919,' ex- 
plains the early accounting practices 
used by that store: 


“As merchandise arrived in the 
receiving room, it was unpacked 
and priced according to a Macy 
formula which dates from 1872, if 
not earlier. In brief, the formula 
called for fixing a uniform rate of 
margins, known as the departmen- 
tal ‘rating’ for each merchandise 
department. This rating was usu- 
ally expressed as a fraction of the 
cost—one-ninth, one-fifth, or 
whatever the decision might be— 
and retail prices were normally 
set by adding that rating to the 
cost of the merchandise. . . . Be- 
cause of custom or market situa- 
tions, certain items of merchan- 
dise might call for special pricing, 


1 Cambridge: Harvard University Press, 1943, 
p. 417. 
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so as to yield a retail price which 
was above or below the one deter- 
mined by the normal rating.” 


For decades, particularly in depart- 
ment stores, a separate profit and loss 
statement has been prepared periodi- 
cally for each merchandise category or 
department. All expenses incurred by 
a certain department alone (direct ex- 
penses) as well as a portion of the 
store-wide expenses (indirect ex- 
penses) are subtracted from the gross 
profit of the department to derive the 
net operating profit of the department. 
Not only does the statement show 
average expense rate but also the 
average gross profit (or margin) rate. 
The retail method of inventory, used 
widely by larger stores, necessitates the 
finding of an average initial markup 
rate for the department.? These vari- 
ous departmental averages, helpful as 
they are when used properly, can be 
easily misused in pricing specific lines 
or items of merchandise within the de- 
partment. 


Pioneer Work 


In an effort to make profit and loss 
statements an effective merchandise 
management tool, many attempts have 
been made to classify costs and ex- 
penses in a meaningful manner. Doubt- 
less, it is useful to distinguish between 
merchandise costs and operating ex- 
penses. In large stores, as well as in 
some smaller ones, it has been a cus- 
tomary practice to include transporta- 
tion costs on purchases as part of the 
cost of merchandise. Net alteration 

* For an explanation of the retail method of in- 
ventory, see Chapter 14, “How to Value Inventory 
by the Retail Method,” in Techniques of Retail Mer- 


chandising, by John W. Wingate and Elmer O. 
Schaller (New York: Prentice-Hall, Inc., 1956). 


costs (the gross cost of altering mer- 
chandise minus the amount the cus- 
tomer paid, if any, for the alteration) 
have also frequently been considered 
to be an addition to the cost of the 
merchandise rather than an expense 
item. 

Traditionally, expenses have been 
classified according to so-called natural 
divisions, which are as follows: (1) 
payroll, (2) rentals, (3) advertising, 
(4) taxes, (5) interest, (6) supplies, 
(7) services purchased, (8) unclassi- 
fied, including losses from bad debts, 
(9) traveling, (10) communications, 
(11) repairs, (12) insurance, (13) de- 
preciation, and (14) professional serv- 
ices. Another widely used method has 
been the functional classification of ex- 
penses as follows: (1) administrative, 
(2) occupancy, (3) publicity, (4) buy- 
ing, and (5) selling, including delivery. 
Traditionally, direct expenses were 
charged against the department incur- 
ring the expense, and all indirect ex- 
penses were allocated to departments 
on one or more bases such as sales 
volume. These bases of allocation, 
however, frequently were illogical and 
arbitrary. The resulting discrimination 
caused much criticism. 

Pioneer cost accounting techniques 
designed to discover the expenses of 
individual items were developed by the 
United States Government in the fa- 
mous Louisville Grocery Survey made 
about thirty years ago. One of the 
most recent and comprehensive studies 
of expenses and profits, including item 
profitability, is Drug Store Operating 
Costs and Profits. This elaborate and 

8Orin E. Burley, Albert B. Fisher, Jr., and 
Robert G. Cox, Drug Store Operating Costs and 


Profits (New York: McGraw-Hill Book Company, 
1956). 
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expensive industry-sponsored survey 
of twelve carefully selected drug stores 
was supervised by a group of account- 
ing experts. The authors devote about 
100 pages to a careful explanation of 
their methodology. 

Early in the 1930’s, Carlos Clark, 
controller of the J. L. Hudson Com- 
pany, Detroit, began advocating a Con- 
tribution Plan based on a separation 
of escapable and inescapable expenses. 
According to this plan, expenses are 
classified into these two groups from a 
total store viewpoint; an inescapable 
expense is one that would continue to 
be incurred by the store as a whole in 
case the department were eliminated, 
and an escapable expense is one that 
would cease to exist under these cir- 
cumstances. Only escapable expenses 
are charged to selling departments. 
These expenses subtracted from the 
department’s gross margin result in 
the department’s contribution to the 
profit of the store as a whole.* In 
practice, all (or nearly all) the indirect 
expenses were deemed to be inescapa- 
ble expenses, and direct expenses were 
escapable. Some other merchants advo- 
cated a system of accounting whereby 
a department is charged only for those 
expenses over which the department 
head has managerial control, whether 
or not these expenses are direct or in- 
direct, or whether they are escapable 
or inescapable. 

As long ago as 1935, the Securities 
Exchange Commission authorized a 
new arrangement of the figures in 
operating statements issued by stores 


*For a more detailed explanation of the Clark 
Contribution Plan, see “Expense Proration and the 
Contribution Plan,” by Elmer O. Schaller, Journar 
or Retattinc (October 1935). 
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with stock listed on the Stock Ex- 
change. Certain items normally included 
in expenses are considered to be mer- 
chandise costs. These are buying, occu- 
pancy, and publicity costs. The result 
was to eliminate the gross margin 
figure and to substitute for it a much 
smaller figure called merchandise 
spread. Since expenses were corre- 
spondingly reduced, net profit was not 
affected. Apparently the disadvantages 
outweighed the advantages, especially 
for internal purposes and for’ depart- 
mental accounting, because this type of 
profit and loss statement has not been 
widely adopted. 


The Barnet Classification 


One of the most recent and interest- 
ing attempts to classify costs was made 
by Edward Barnet. In an article en- 
titled “Showdown in the Market 
Place,” in the July-August 1956 issue 
of the Harvard Business Review, he 
enumerated four categories of retailers’ 
costs as follows: 

1. Acquisition cost, including price 
of goods acquired from the manufac- 
turer, costs for buyers’ time and travel, 
and costs of shipping to place of retail 
resale 

2. Counter costs, which involve the 
receiving, opening, and marking of 
goods; warehousing and stockroom 
service; and the getting of sample 
goods to the sales counters 

3. Explanation costs, including win- 
dow and counter displays ; advertising 
in newspapers, on radio and television, 
and by direct mail ; and personal selling 
within the store 

4. Consummation costs, which in- 
volve packing and delivery, costs of a 
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credit system for charge accounts and 
installment payments, cost of returns 
and adjustments, and expenses in- 
curred in markdowns and obsolescence. 


Culmination in M.M.A. 


These trends in merchandising phi- 
losophy led to the new concept of 
“profit engineering,” which has been 
called (perhaps erroneously ) Merchan- 
dise Management Accounting. In many 
ways it embodies the objectives of 
former thinking, but is revolutionary in 
its methodology, as indicated in the 
article by Malcolm P. McNair and 
Eleanor May, “Pricing for Profit,” 
in the May-June 1957 issue of 
the Harvard Business Review. Other 
key figures in developing this system 
were Robert I. Jones, partner, Arthur 
Andersen and Company, and Sam 
Flanel, general manager of the Con- 
trollers’ Congress Division of the Na- 
tional Retail Merchant’s Association 
(formerly the National Retail Dry 
Goods Association). 

This approach to scientific merchan- 
dising embraces four main points that 
motivated the thinking of earlier re- 


tailers but did not materialize in such 
workable, concrete form. These in- 
clude: 

1. A determination to distinguish 
more effectively between costs and ex- 
penses of various types in order to 
provide meaningful information on 
which to base managerial decisions 

2. A realization that averages have 
been overused and abused with flagrant 
disregard for the necessity of pricing 
each piece or line of merchandise in 
accordance with the specific costs of 
handling it 

3. A desire to emphasize profit in re- 
lation to inventory rather than to sales 

4. A conviction that dollars are more 
important than percentages 

How well M.M.A. will achieve its 
objectives, in comparison with the 
plans proposed earlier, remains to be 
seen as more and more firms put it into 
operation under varying store condi- 
tions. From time to time, the JOURNAL 
OF RETAILING will publish reports 
from merchandise managers and ac- 
countants in different stores on just 
what M.M.A. has done for them. Brief 
reports that have come in to date sug- 
gest a favorable prognosis. 
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Since most of this issue is devoted to describing the advantages 
of M.M.A., Dr. Cross has agreed to consider its limitations as 
well. While recommending the revolutionary decision-making tool 
in itself, Dr. Cross feels its maximum benefit will be possible only 
to those users who can adopt it with a view of critical appraisal 
instead of starry-eyed wonder or a magical belief in its capacity 
to solve all pricing and profit-making problems. 

Particular stress is given to neglect of the time factor as an ele- 
ment of cost. No matter how well costs are controlled, Dr. Cross 
points out, they will assume unmanageable proportions if they are 
not carefully scrutinized per unit of time. As the grocers say, we 


cannot forget that “a fast penny is better than a slow nickel.” 








The emergence of Merchandise 
Management Accounting has stirred 
the imagination of the retail world 
more than it has been stirred by the 
introduction of any other new tech- 
nique in recent years. Merchants have 
long been trying to find a way to 
measure the profitability of individual 
items in their assortments. The un- 
usual excitement with which Mer- 
chandise Management Accounting has 
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been greeted is due largely to the fact 
that this newcomer to the merchandis- 
ing scene appears to offer a real solu- 
tion to a long-recognized need. 

Now that a breakthrough seems to 
have been made, it is all too easy for 
one who has contributed nothing to the 
accomplishment to be critical of what is 
being done. Criticism is not without 
value, however. The function of the 
critic is at least twofold: (1) he may 
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serve as an adviser to those who may 
be considering the use of a new process 
or technique; and (2) he may analyze 
the new technique from an objective 
viewpoint and thereby help the origina- 
tor to amend and refine his discovery 
to increase its greater value. The pres- 
ent analysis is offered with the second 
or constructive phase of criticism in 
mind. 

The writer believes firmly that the 
technique of using “cost patterns” in 
the analysis of item profitability is per- 
haps the greatest contribution to scien- 
tific retail merchandising since the in- 
troduction of the retail method of in- 
ventory. Thus there is no intention to 
minimize the value of the accomplish- 
ments of Robert I. Jones and his col- 
leagues at Arthur Andersen and Com- 
pany. The use of cost patterns seems 
to provide the long-sought breakthrough 
in item analysis, and as such the idea 
constitutes the real contribution. How- 
ever, praise, although it is not destruc- 
tive, is not constructive either, so the 
remainder of this presentation will fo- 
cus on the potentially weak points in 
this new technique which has been 
called Merchandise Management Ac- 
counting. 


M.M.A. Is Misnamed 


First of all, it is widely recognized 
that the designation Merchandise Man- 
agement Accounting is both inexact 
and misleading. Merchandise manage- 
ment is one of the truly professional 
aspects of retailing, and it encompasses 
far more than the somewhat narrow 
area included in the new technique. In 
addition, the term accounting suggests 
a historical concept that is not fully 


descriptive of what M.M.A. is all about. 
It is true that M.M.A. is concerned 
with the use of cost accounting to pro- 
vide information on which merchan- 
dising decisions may be made, but this 
use is not suggested by the name pres- 
ently applied to the technique. 

It is understandable that Arthur An- 
dersen and Company, being a firm of 
accountants and having a tremendous 
stake in M.M.A., might be reluctant 
to have the name changed to any- 
thing other than some form of account- 
ing. However, some more suitable title 
might have the effect of encouraging 
the use of M.M.A. by merchandise 
managers instead of allowing it to be 
confined to the controller’s division 
where its tremendous potential may 
never be fully utilized. The termi- 
nology, Merchandising Cost Analysis, 
seems to this writer to be much more 
descriptive of the actual techniques be- 
ing employed by M.M.A. As an alter- 
nate and possibly more glamorous sug- 
gestion, Controllable Profit Merchan- 
dising would also be a more accurate 
title than Merchandise Management 
Accounting. 


Weaknesses in the Cost Patterns 


Although the concept of using cost 
patterns is brilliant and undoubtedly 
has great potential, the prospective user 
should be careful to investigate the 
derivation of the individual costs in 
each pattern and also to consider care- 
fully the adaptability of the patterns to 
specific merchandising situations. In 
this sort of technique, there is always 
the lurking danger that the cost pat- 
terns, once having been established, will 
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EXHIBIT I—MAJOR APPLIANCE DEPARTMENT 
VARIABLE COST CENTERS—UNIT COMPUTATIONS 












































IL: onus cbennes $ .37 $ .50 $ .65 $ .78 $ 92 

Warehousing ......... $ .75 $1.19 $1.45 $1.80 $2.25 

PE sgss<sesedeees 6.0% Be see ce _ 

Advertising ........... 2.5% ak ae er eh 

Carrying charges ..... (1.05%) (1.95%) (2.75%) (3.77%) (4.90%) (8.25%) 
Credit expense ........ $1.35 $1.60 $2.00 $2.40 $2.90 $4.25 
Ser te $1.40 $2.20 $2.95 $3.63 | $4.40 $5.10 
Installation ........... ($3.50 | $5.10 $5.50 $6.40 $7.25 di 
Warranty ..........6. $75 $1.20 $1.82] $210 | $2.95 $5.25 
Markdowns .......... 3.50% | 4.00% 4.50% 10.00% aa aud 
Other costs ........... 70% .90% 1.17% } “ vr 


* Customer pays. 


be accepted as correct and will not be 
challenged thereafter. 

To show where the danger lies in the 
cost computations, let us examine one 
of.the cost patterns for a major appli- 
ance department. This particular pat- 
tern has been widely used as an illustra- 
tion in published articles about Mer- 
chandise Management Accounting. It 
is reproduced here as Exhibit I. 

As Mr. Jones has pointed out, some 
of the elements in the cost patterns are 
derived in one way and some in an- 
other. Some are “flat” costs, which 
are incurred in fixed amounts and re- 
sult specifically from the handling of 
the merchandise in question. Such costs 
do not vary greatly because of changing 
rates of sale or because of changes in 
retail prices. To illustrate this point, 
the cost pattern from Exhibit I is re- 
arranged in Exhibit II. In Column A 
of Exhibit II are listed those elements 
that may be considered as “flat” costs. 
In Column B are listed those elements 
that are expressed as percentages of 
retail price. 

There are no important reasons for 
questioning the costs listed in Column 
A of Exhibit II. Certainly, capable 
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EXHIBIT II 
Cost Elements A B 
Flat Costs % of Retail 
Price 
Receiving .......... $ .65 
Warehousing ....... 1.45 aint 
ee 6.0 % 
Advertising ........ 2.5 % 
Carrying charges ... a (2.75%) 
Credit expense ..... 2.00 sa 
EEE 3.63 
Instaliation ........ 3.50 
fo 2.10 se 
Markdowns ........ 4.0 % 
Other costs ........ 1.17% 
NOE eas lttsaacanite $13.33 10.92% 
Assumed retail price 
Siac videos $200.00 
30% 
NE noc a sccp cas $ 60.00 
Fre Cee ee 13.33 
Per cent costs ($200.00 
X 10.92%) ..... 21.84 35.17 
Controllable profit .. $ 24.83 


cost accountants would be able to calcu- 
late such costs without too much error. 
Some of the cost elements might be 
affected by the unit volume and the 
rate of sale, but the variations thus 
caused would probably be relatively 
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small. It is, therefore, safe to assume 
that these “flat” costs are reasonably 
correct. 


Selling Cost Calculations 


The costs listed in Column B of Ex- 
hibit II must be studied much more 
carefully, however. For example, the 
selling cost, which is listed as 6 per cent 
of the retail price, would in this case be 
$12.00. It is significant to note that 
this one element alone is nearly as great 
as the sum of all the costs listed in 
Column A. Now if this 6 per cent sell- 
ing cost is incurred because of a flat 6 
per cent commission paid to salesmen, 
then it is correct, and will vary directly 
with the sales volume and rate of sale. 
This may well be the case in the major 
appliance operation covered by the cost 
pattern in Exhibit I. However, this 
condition would not be typical of most 
retail operations. 

The 6 per cent selling cost could 
also be calculated from the average 
selling expense or by using some de- 
gree of variation from the average 
selling expense. In the latter event, 
probable variations in selling cost could 
be assigned to the several categories, 
and thus this element in the cost 
pattern could be established. If cal- 
culated in this fashion, the recorded 
selling cost would vary somewhat 
with possible retail prices, but it 
would not vary to the extent that the 
true selling cost might vary with several 
possible retail prices. To illustrate, let 
us suppose that $200.00 is just about 
the going retail price for the appliance 
being analyzed in Exhibit II. Then the 
6 per cent or $12.00 selling cost might 
very well represent a close approxima- 


tion of the true selling cost. However, 
suppose the item were to be priced at 
$160.00 in order to stimulate sales. The 
6 per cent would then indicate a selling 
cost of $9.60, while the reduced retail 
price might cause the merchandise 
practically to “walk out of the store,” 
and the true selling cost might be only 
a dollar or two. 

Mr. Jones reports that where selling 
commissions are not used, the selling 
cost is calculated as a flat amount. This 
procedure holds within it the same pos- 
sibility of serious error as was illus- 
trated above. A flat cost of $12.00 
might be calculated by the cost account- 
ants using the very excellent methods 
they have described. Then retail price 
changes or changes in demand might 
affect the rate of sale or the volume of 
sales in such a way as to make the true 
flat cost either much larger or only a 
small fraction of the calculated $12.00. 


Markdowns in the Cost Patterns 


Further down in Column B of Ex- 
hibit II there is an element listed as 
4 per cent for markdowns. It is evi- 
dent from Exhibit I that the account- 
ants recognize that the extent of mark- 
downs will vary among the several cat- 
egories of appliances. But no provision 
has been made for variations in mark- 
down percentages that might be due to 
the changing rate of sale which would 
almost certainly result from variations 
in the retail selling price. 

The seriousness of these weak spots 
in the cost analysis will be seen more 
clearly if the observer will notice that 
these two elements (selling cost and 
markdowns) account for $20.00 out of 
the total $21.84 cost calculated in Col- 
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umn B of Exhibit II. Indeed, these 
two elements account for more than 
half the total cost in the complete pat- 
tern. With all the possibilities for great 
error inherent in the elements of Col- 
umn B, it seems absurd to calculate the 
flat costs in Column A down to the last 
penny. The errors alone in Column B 
could easily amount to as much as the 
total of all the costs listed in Column A, 


Importance of Time Element 


The weaknesses noted above seem to 
stem from excessive attention to the 
minutiae of cost accounting and inad- 
equate recognition of the potential vari- 
ables inherent in the practice of retail 
merchandising. Mr. Jones seems to be 
confining himself too closely to a two- 
dimensional plane, emphasizing cost and 
volume, whereas merchandising is at 
least three dimensional. The third di- 
mension in this case is time. Merchants 
who are searching for the secrets of 
success in cut-price operations will not 
find those secrets in the element of cost 
alone. The secrets lie in costs incurred 
per unit of time. Wherever the time 
concept is lost in retailing, costs—no 
matter how well controlled—assume 
proportions impossible to overcome. 
The grocery operators come close to the 
point when they say, “A fast penny is 
better than a slow nickel.” 

Mr. Jones brings the time factor into 
play later in his technique when he uses 
turnover as a part of his total planning 
scheme. It is correct that he should do 
this, and it demonstrates that he has a 
good understanding of the basic prob- 
lem of time. However, he does not 
seem to have realized fully that time is 
as important in his individual costs as 
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it is in the total plan. Professor Mal- 
colm McNair of Harvard University, 
who is alse doing excellent work in this 
field, is giving greater attention to the 
time factor in the most recent revisions 
of his Pricing for Profit. Even he, 
however, does not seem to give suffi- 
cient attention to the impact of time in 
the several cost elements. 

Judging from the excellent start 
made by both these gentlemen, they 
will undoubtedly make refinements in 
this area that will greatly enchance the 
value of Merchandise Management Ac- 
counting. The fact that Professor Mc- 
Nair describes his technique as “‘Pric- 
ing for Profit” shows that he is on the 
right track. The merchandising deci- 
sions most likely to be affected by mer- 
chandising cost analysis are those in- 
volving price determination, which are 
of the utmost importance in today’s 
competitive market. 


M.M.A. and Price Line Analysis 


In many of the examples offered by 
Mr. Jones and his associates, there is a 
disturbing tendency to show that higher 
price lines invariably generate more 
profit than do lower price lines. At first 
glance there seems to be some obscure 
mathematical phenomenon that is caus- 
ing this apparent superiority as prices 
go higher. Indeed there is an eagerness 
to accept the results shown by the ac- 
countants as further proof of the de- 
sirability of “trading up” in retail op- 
erations. 

When further study is made of this 
part of the cost analysis, however, a 
suspicion develops that the true amount 
of variation in profitability among the 
price lines is not always revealed by the 
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EXHIBIT Il 
j Estimated Sales Gross Profit Contribution 
Retail Units Dollars Per Cent Dollars Per Item A Total 
ee ee 1,000 $3,000 35 $1,050 $( .25) $(250) 
| eee 750 3,750 35 1,315 30 25 
| PRE 4 o- 600 4,200 35 1,470 65 390 
eee Sa 200 2,200 35 770 2.35 470 
Wee ta Alk Goes 100 2,000 35 700 4.20 420 


methods used in Merchandise Manage- 
ment Accounting. First to be consid- 
ered in this respect is the question of 
space occupancy. Under M.M.A., space 
rent is not considered when the contri- 
bution of individual items is being cal- 
culated. The rent element is left out and 
appears later as a part of the overhead 
expense of the store. This approach is 
open to criticism on the grounds that 
higher price lines are usually more 
space-consuming when they are dis- 
played for maximum customer appeal. 
Many times the higher priced items 
have a size factor that quite naturally 
affects their use of space. Other times 
merchandise is found to have inherent 
qualities that make it possible to sell 
lower priced items by simplified selling 
methods, while the most costly lines 
must be given the full treatment of 
conventional display. 

Even more important than the quan- 
tity of space occupied is the length of 
time during which each item occupies 
the space. It is frequently possible to 
generate a considerably higher rate of 
stockturn in popular priced merchan- 
dise than is popular with the higher 
priced items. Here again is an example 
of a place where the time factor is not 
given enough attention in the M.M.A. 
type of calculations. 

To emphasize the above further, let 
us examine the figures shown in Ex- 


hibit III. These are taken from an 
example offered by the accountants to 
show how the relative profitability of 
several possible price lines for a promo- 
tion may be calculated through M.M.A. 
The costs used in calculating the con- 
tribution per item may have been pre- 
cisely correct. However, there is a per- 
sistent doubt that anything has been 
shown here beyond the general superior 
profitability of any high-priced item 
over a low-priced item. Here is a place 
where it is possible that the urge to 
focus on dollars instead of percentages 
may have carried us too far. 

Mr. Jones is very frank in stating 
that M.M.A. will do nothing to help the 
merchant estimate sales volume such as 
that shown in the second column of 
Exhibit III. This is a correct state- 
ment, but it should in no way be con- 
sidered as a detraction from the value 
of M.M.A. Nevertheless, a merchant 
who is confronted with such a group 
of figures will almost certainly be in- 
fluenced by them. Using the figures 
shown in Exhibit III, a retailer might 
decide to promote the $10.98 item be- 
cause it apparently offered the greatest 
total contribution. However, by accept- 
ing the smaller contribution on a lower 
priced line, he would probably sell 
many more units and thereby get more 
customers for his store. Mr. Jones 
points out that the accountants are not 
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attempting to tell the merchant what 
his decision should be. However, they 
must recognize that their figures are 
certain to influence his decision. 

One point being given too little at- 
tention in M.M.A. is the interdepend- 
ence among items with respect to profit- 
ability. Whenever a promotion is ex- 
ecuted, the idea that the item being 
promoted should be expected to bear 
all its own expenses is probably erro- 
neous. While it is true that this element 
of interdependence is not considered 
by the cost accountants, it is also true 
that they do not claim to have included 
it in their figuring. However, they do 
claim to be able to get their figures 90 
per cent correct. Just how they can 
expect to do this without considering 
the dynamic nature of retailing is not 
at all clear to this observer. 


Staple Stocks and M.M.A. 


Where staple rather than promo- 
tional merchandise is analyzed by Mer- 
chandise Management Accounting, the 
results may prove to be somewhat more 
satisfactory. However, the vital ele- 
ments of space expense and rate of sale 
are fully as important here as they are 
with promotional stocks. These factors 
may not be so greatly variable with 
staples and thus may make the cost 
patterns more acceptable. In this con- 
nection, it must be remembered that 
very few items can be classified as al- 
ways staple or always promotional. 

A more thought-provoking, if less 
detailed, approach to item profitability 
determination is presented in Appendix 
Dof Techniques of Retail Merchandis- 
ing by John W. Wingate and E. O. 
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Schaller... Their work was published 
in 1956 before they had the advantage 
of studying the progress since made 
by Mr. Jones and his associates. A 
comparison of the two approaches to 
the problem reveals that, whereas the 
M.M.A. calculations may be more ap- 
pealing to the accountant, the Wingate 
and Schaller approach is much more 
meaningful to the merchant. The ma- 
jor difference is to be found in the in- 
creased emphasis the latter work gives 
to space expense and rate of sale. While 
neither approach seems to hold the final 
answer, that answer may eventually be 
found in some sort of synthesis of the 
two.? 


Planning Profits with M.M.A. 


Aside from the way in which the 
costs themselves are calculated, there is 
at least one other very troublesome 
facet to Merchandise Management Ac- 
counting. This is the perplexing ques- 
tion of how to bring all the items to- 
gether into one pool and thereby calcu- 
late total store profits. From the his- 
torical point of view, the solution to 
this problem is not too difficult. The 
contribution plan as applied to depart- 
ments can readily be adapted to item 
accounting. However, to the merchant 
who will want to use these figures and 
statements for planning, his total opera- 
tion will be difficult to work out. 

The Jones group has devised a 
scheme for using a Departmental In- 
come Summary in which the contribu- 
tions of all items are added together to 
arrive at the total departmental contri- 
bution. Again, this is fine from the 


12d ed.; New York: Prentice-Hall, Inc., 1956. 
2 bid. 
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historical viewpoint, but what merchant 
can forecast the performance of all his 
individual items for any considerable 
period of time? The retailer usually 
wishes to make a plan that will coincide 
in timing with his customary account- 
ing periods. He wants to know how 
much margin he needs in order to gen- 
erate a satisfactory profit. In the past 
he has done this by relating his margins 
to sales and expressing them as per- 
centages. He is going to find it difficult 
to plan in terms of item contribution if 
he is selling several hundred different 
items, some of which may not even be 
known at the time his plans are being 
made. 

This difficulty, although it is trouble- 
some, probably can be overcome, and 
it does not mean that M.M.A. is impos- 
sible to use. It does mean, however, 
that for the present its use will prob- 
ably have to be limited to big-ticket 
items. The installation of modern elec- 
tronic computers by large retailers of- 
fers hope that the problem may be 
solved for all kinds of merchandise. It 
seems likely that the input-output grid 
type of calculations which the comput- 
ers make possible will bring more de- 
partments into the orbit of M.M.A. 


Guideposts and Standards 


Because of the problems experienced 
in total planning, the merchants are 
already pointing out that they will have 
to have some sort of guideposts or 
standards if they are going to work 
with item contribution figures. One of 
the most frequently made suggestions 
is that a “return on purchase outlay” 
percentage be calculated for each item. 
It seems to this observer that the es- 


tablishment of such standards violates 
the spirit which motivates the use of 
M.M.A. The evils that Jones and Mc- 
Nair set out to destroy were those that 
come from the use of fixed or average 
markup percentages. Could it be that 
by exchanging one set of standards for 
another the merchant may fall into the 
same pitfalls that have been at the 
source of so many of his problems ? 

Return on purchase outlay is prob- 
ably a better measure than is the pres- 
ent markup on sales. Nevertheless, 
whenever an average is used as a 
guidepost, there is a tendency for the 
merchant to accept only those items 
above average in contribution and to 
reject those below average. This has 
the effect of raising the average and 
thus starting a cycle that continues to 
spiral upward until the goals become 
unattainable. 

All the weaknesses in M.M.A. pre- 
sented here can be summed up in just 
one sentence. M.M.A. covers only one 
side of the well-known demand and 
supply relationship: demand is com- 
pletely ignored. It is true that in re- 
tail merchandising, in an economy of 
plenty, the supply side of the equation 
tends to become the cost side. But 
M.M.A. has been focused so firmly on 
cost that the results caused by varia- 
tions in demand have scarcely been 
considered. Mr. Jones says that he 
makes no attempt to help the retailer 
anticipate demand. This is as it should 
be, but it does not justify an assump- 
tion that costs work independently of 
demand. 

Retail demand is a very complicated 
phenomenon, but it is not entirely nebu- 
lous. It is largely quantitative, as has 
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been pointed out so frequently, but it 
also has strong qualitative elements. 
The intensity of the customers’ desire 
for an article has a very definite effect 
upon the two largest elements in the 
retailer’s costs: the selling effort re- 
quired and the risk incurred in han- 
dling the item. 

Merchandise Management Account- 
ing was conceived, in part, to analyze 
the consequences of possible alterna- 
tive decisions in setting retail prices. 
The process of estimating probable 
sales volume at a succession of possi- 
ble prices is actually the process of 
estimating retail demand. It seems, 
therefore, that the overemphasis being 
placed on the cost side will tend to lead 
the merchant away from the informa- 
tion he most needs. 

Decision-making is at the heart of 
all business activity. Every merchant 
knows that he makes many mistakes. 
Many of these mistakes are undoubt- 
edly the result of inaccurate or inad- 
equate information. If in the future 
the merchant is going to depend more 
upon cost information and less upon 
his business experience and intuition, 
then the information on which he relies 
must be very accurate indeed. It is 
easy to agree with Mr. Jones when he 
says that cost information which is 90 
per cent correct is good enough to make 
an improvement in merchandising deci- 
sions. It is not so easy to feel sure that 
accountants can furnish cost informa- 
tion within that degree of accuracy. 
The doubts raised earlier in this pres- 
entation indicate that the margin of 
error is far greater than 10 per cent 
in calculating the cost patterns. 

Since accurate cost patterns will tend 
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to influence better merchandising de- 
cisions, then it follows that inaccurate 
cost patterns will tend to influence 
poorer merchandising decisions. If the 
accountant is to take credit for better 
decisions, he must stand ready to accept 
the responsibility for the poorer ones. 
If the cost patterns are used, there will 
certainly be influence on the merchant 
to avoid those items that show poorer 
margins and emphasize those items that 
are more profitable. This influence will 
tend to produce lower sales since it 
would result in restrictive action in- 
stead of corrective action. Those items 
less profitable often prove to be those 
that will respond best to sales promo- 
tion or any other kind of corrective 
action. 


Conclusion 


The above discussion is not intended, 
in any way, to discredit the good work 
accomplished by Mr. Jones and the 
others who are working on Merchan- 
dise Management Accounting. On the 
contrary, the writer has great confi- 
dence in the eventual outcome of their 
endeavors. A long step has been taken 
on the road leading to accurate knowl- 
edge concerning the profitability of spe- 
cific items of merchandise. But the 
work has not yet been completed, and 
no one—least of all the accountants 
themselves—believe it to be completed. 
The time has now come for their 
methods to be refined and adjusted to 
make them even more valuable as tools 
of merchandising. It is hoped that some 
of the thought offered here may lead to 
some adjustments and that M.M.A. will 
continue to grow in importance to the 
modern retailer. 
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A well-known accountant shows how M.M.A. and Expense 
Center Accounting are not contradictory but supplementary. One 
is an accounting method, he points out; the other is a merchandis- 
ing tool. One is a system of recording daily transactions ; the other 
is a buying philosophy, with built-in methodology. Thus Mr. 
Mages welcomes M.M.A. as a pricing technique but deplores its 








The National Retail Merchants As- 
sociation, through its Controllers’ Con- 
gress, has exerted considerable time 
and effort during the past year in 
publicizing a technique for buying and 
pricing merchandise which it calls 
Merchandise Management Accounting. 
Aside from any weaknesses in this de- 
sirable approach, which is new in form 
but old in principle, a mistake has been 
made in labeling it Merchandise Man- 
agement Accounting. M.M.A., if it is 
to be useful at all, must be accepted by 
buyers and merchandise men, and the 
best way to alienate their affection is 
to place the word “accounting” in its 
title. M.M.A. is no more accounting 
than is the writing of purchase orders 
by the buyer. M.M.A. is intended to 
assist the buyer in purchasing for 


profit, and accordingly should have 
been called “item costing” or, better, 
“item profitability.” 

Because its present label includes 
the word “accounting,” M.M.A. has 
suffered in the eyes of many store 
people who have not studied this phi- 
losophy since they consider it is a com- 
petitor of Expense Center Accounting, 
which was introduced by the Con- 
trollers’ Congress a little more than 
three years ago. E.C.A. and M.M.A. 
are compatible, complement each other, 
and can live side by side in the same 
store. E.C.A. is a logical system for 
the classification of store expenses—a 
day-to-day function of the store’s ac- 
counting and reporting procedures— 
while M.M.A. is a technique for de- 
termining in advance of purchase the 
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direct cost of an item upon completion 
of the sale and delivery to the cus- 
tomer. Once E.C.A. is adopted by a 
store, it becomes an integral part of its 
accounting system and serves to clas- 
sify every expense transaction, to pro- 
vide for expense comparisons and 
analysis, and to aid in productivity 
measurement. Item profitability, on the 
other hand, seeks the answer to every 
merchant’s concern: to buy more intel- 
ligently for profit, by providing a tool, 
a formula, for profit determination by 
item, which need not be used in con- 
nection with every purchase, nor by 
every buyer, nor in every department. 
Ina sense, M.M.A. represents a buying 
philosophy rather than a system. 


Past Pricing Methods 


Before touching on a few of the de- 
tails relating to item costing, we should 
consider whether the criticisms di- 
rected toward retail pricing techniques 
are entirely valid. While there may 
have been too much percentage pricing 
by buyers because of required markup 
percentages and required gross margin 
percentages at the departmental level, 
the array of successful retail stores is 
too impressive to support fully the as- 
sertion that retailers, even in recent 
years, did not know how to price their 
merchandise. 

Undoubtedly a good portion of per- 
centage pricing above invoice cost arose 
not because of deficiencies in the retail 
inventory method but because of a phi- 
losophy of store management. This 
philosophy provided that the merchan- 
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dise division and its buyers were to 
supply gross income (sales with a re- 
quired percentage of gross margin) 
and the operating side was to be re- 
sponsible for operating expenses and 
net profit. This could not have been an 
erroneous approach during the 1920’s 
and 1930's, because otherwise the 
growth of department stores during 
this period would not have occurred. 
Likewise, the “new” form of competi- 
tion during this period was the spe- 
cialty store where, even today, item 
costing or item profitability is not as 
important and effective as in hard lines. 
The movement of mail-order houses 
into the retail-store picture took place 
during the latter part of this period, 
but even in this area there was not the 
heavy emphasis upon big ticket items 
that developed just before and since 
World War II, with the heavy family 
formations and the resultant expansion 
of home building. In the early thirties, 
our national thinking was such that 
price maintenance laws were allowed 
to find their ways into the statutes of 
most states—laws that later contributed 
greatly to the success of the discounter. 

The postwar movement of retailing 
to a high plateau of volume (both 
physical and dollar), along with a re- 
sistance toward higher prices because 
of competition from all forms of re- 
tailing, resulted in many departmental 
failures to reach the required gross 
margin percentages but yet with higher 
than planned gross margin dollars. 
Most stores accepted this situation by 
paying higher bonuses in spite of fail- 
ure to achieve required percentage 
figures as initially planned. 








Effect of Discount Houses on Some 
Pricing Policy 


In a small way just prior to World 
War II, and significantly thereafter, 
there arose a retailer whose method of 
operating was to sell at off-list prices 
from catalogues and limited inventories. 
He provided little or no free service. 
While we cannot minimize his drive 
and aggressiveness, it probably cannot 
be denied that his success was largely 
due to (1) the existence of established 
retail prices on nationally advertised 
merchandise that he could cut, and (2) 
an overproduction of such merchan- 
dise, which jobbers and distributors 
were willing to release to this so-called 
unorthodox retailer. The failure or in- 
ability of manufacturers to police their 
price maintenance programs worked to 
the detriment of the department stores, 
which for many years held to the estab- 
lished retail prices. 

The discount house had a simple 
operation and maintained simple rec- 
ords. It was dominated in each case 
by one or two strong individuals who 
had intimate knowledge of both buying 
and selling and who priced their mer- 
chandise not by use of percentages but 
with dollars and cents above a pretty 
good idea of total costs. Is not the dis- 
counter a retailer? Is not the dis- 
counter the modern counterpart of the 
aggressive merchant of fifty years ago 
who started our present retail giants? 

With the movement of the discount 
house into the soft-goods field, the 
gradual extension of some free serv- 
ices, and the elimination of most price 
maintenance, it becomes more and more 
like a price appeal department store, 
and its chief competitive advantages 
are significantly minimized. 
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Prior Demands for Item Costing 


Aside from the effect of the discount 
house upon the need for a better knowl- 
edge of item profitability has been the 
attitude of many other retailers them- 
selves. Fred Lazarus of Federated De- 
partment Stores, Inc., for years 
prodded controllers to explore some 
form of item cost accounting in depart- 
ment stores. Partly as a result of his 
efforts, the Associated Merchandising 
Corporation, of which Federated is a 
member, sponsored a survey in this 
general area a few years ago. About 
the same time, Frederick Atkins, Inc., 
another buying organization, held dis- 
cussions regarding item costing—again 
partly through the efforts of some of 
its members, Meyer’s of Albany, and 
Sibley, Lindsay and Curr Company of 
Rochester. For many years other mer- 
chants, too, have been seeking ways to 
determine item profitability. However, 
the preponderance of different items 
(said to be as high as 100,000 in a 
large department store) and the variety 
of ways of handling them (takes, 
sends, sales from sample, direct de- 
livery from resources, etc.) have made 
the task very difficult. Of course, there 
have been innumerable instances in the 
individual stores where single pur- 
chases have been “costed out” prior to 
buying in order to determine acceptable 
selling prices, proper commission rates, 
extent of advertising, and so on. 


The Publicized Method of M.M.A. 


Item costing, item profitability, or 
Merchandise Management Accounting, 
whatever term you choose to use, seeks 
to determine the controllable profit on 
each item at the time it is purchased— 
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by supplying the buyer with some de- 
vice (graph, chart, or worksheet) 
showing the interrelationship among 
invoice cost, cash discount, direct ex- 
penses, and selling price. Thus, on 
major purchases the buyer can antici- 
pate at the time an order is placed 
whether it will yield an acceptable 
profit. There is an opportunity to re- 
consider proposed retail price, invoice 
cost, paid advertising, drop shipments 
(to avoid warehousing and delivery 
expense), and other factors. 

M.M.A., as heretofore advocated, 
suggests that costs applicable to mer- 
chandise classifications are to be de- 
termined by detailed analysis: stop 
watch, records, observation, or refer- 
ence to specific arrangements such as 
commission plans and delivery con- 
tracts. The elements of cost or expense 
identified with individual items, and 
the dollar or percentage basis for each, 
include the following: markdowns and 
stock shortage (%), inward transpor- 
tation ($), alteration or workroom 
($), advertising (%), interest and in- 
surance on investment (% ), receiving, 
checking, and marking ($), warehous- 
ing ($), selling (%), and delivery ($). 


Deficiencies in Publicized Method 


In terms of costing principles, the 
use of markdowns and advertising at 
the current percentage average for the 
merchandise classification is not sup- 
portable in actual practice because 
markdowns are distinctly variable in 
regard to items, being very high on 
some items and almost nonexistent in 
other cases, all because of the timing 
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of the purchase, the appeal of the mer- 
chandise, and the quantity of the pur- 
chase. Likewise, advertising either ap- 
plies to an item or it does not, depend- 
ing upon a positive decision to allocate 
or not to allocate advertising space to 
an item and whether or not the adver- 
tisement is fully or partially paid for 
by the resource. Thus it appears that 
markdowns and advertising should fit 
into the buying approach as distinct 
variables, estimated by the buyer at the 
time of purchase. In some cases, ware- 
housing and delivery might be distinct 
variables for all or part of a proposed 
purchase, depending upon the buyer’s 
ability to arrange for direct shipment 
or some alternate method of getting big 
ticket items to customers. 

It should be noted also that even 
though the detailed analyses of costs 
are initially developed by reference 
to individual items, the items selected 
are intended to be typical of a mer- 
chandise classification. In the hard- 
goods area, if separate departments are 
maintained for most of these classifica- 
tions, which often is the case, then the 
cost finding might well be confined to 
departments as a whole, with a few 
instances of a classification breakdown 
within departments. In soft-goods de- 
partments, experiments have shown 
that even though there are many dis- 
tinct classes of merchandise in some 
situations (sportswear, for example), 
the incidence of costs is not significant 
except for markdowns, stock shortage, 
and sales peoples’ compensation. Thus, 
even in soft-goods departments, data 
on a departmental level may be suffi- 
cient, supplemented with thorough 
markdown analysis. 
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Validity of Costing Principles 


Costs are identified with individual 
items in several ways. Some are com- 
pletely variable, others are partly so, 
and some are said to be fixed. Even 
fixed costs, however, will step up or 
step down on a plateau basis depending 
upon the over-all activity of an expense 
center or a group of centers. Thus, 
there is a basic question regarding the 
apparent finality of the expenses shown 
as allocated to individual items. In de- 
termining the actual cost applicable to 
individual items as they pass through 
expense centers, we must give con- 
sideration to the joint use of these fa- 
cilities, such as receiving, marking, 
warehousing, workrooms, and so on, by 
a variety of items. The distribution of 
costs at one level of activity may be 
entirely different from the allocation 
at another level. Furthermore, the mix 
of items or the mix in the work load 
of the center at different times of the 
year will change the cost of handling 
a particular item. Thus, the elimination 
or reduced volume of an unprofitable 
item may not result in the full elimina- 
tion of the expense assigned to that 
item and, unless additional volume of 
other items is substituted, the existing 
expenses within these centers will at- 
tach themselves more extensively to the 
remaining profitable items. This basic 
principle of cost accounting is recog- 
nized in manufacturing operations 
where costs can be controlled more ef- 
fectively than in retailing because the 
flow of items through a cost center is 
the result of production scheduling. In 
other words, the mix of items in manu- 
facturing is limited and follows a pre- 
determined plan. This is not the case 


in retailing, where the mix of items in 
various centers is determined by dozens 
of buyers placing orders and schedul- 
ing delivery dates independently of 
each other. Thus, there is an inherent 
danger in assuming that costs applica- 
ble to individual items are as stable as 
some preliminary discussions of 
M.M.A. would indicate. 


Necessity to Relate Item Costing to 
Departmental Statements 


It is important to realize at the out- 
set that if we determine direct expenses 
on individual purchases we are at the 
same time estimating what the con- 
trollable profit is on that purchase. 
This corresponds directly with the 
long-established technique of determin- 
ing contribution or controllable profit 
by selling department. In other words, 
item profitability carries such expense 
allocation down to individual items or 
classes of items in addition to doing so 
by department. At the time this is 
written, however, this approach as pro- 
posed by the Controllers’ Congress has 
a weakness in that it has not adequately 
been tied to departmental controllable 
profit. Outside the Controllers’ Con- 
gress, however, a number of us have 
pointed out that, unless the technique 
is correlated with departmental con- 
trollable profit statements and the buy- 
ers are paid on this basis, no tangible 
benefits will accrue to the store.’ 

In the area of expense control, heavy 
emphasis has always been directed to- 
ward selling cost, advertising, ware- 

1 “Cost Control in Retailing Activities,” lecture by 
Kenneth P. Mages before Seminar in Sales Research 


at Miami University, Oxford, Ohio, on April 29, 
1957. 
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housing, and delivery. In the area of 
merchandising, the emphasis has been 
on markdowns, stock shortages, and 
workroom costs. Regardless of how 
you slice it, these still are the areas re- 
quiring the greatest attention. It is not 
to be denied, however, that any suc- 
cessful way to relate the incidence of 
these costs (markdowns, stock short- 
ages, workrooms, selling, advertising, 
warehousing, and delivery) to indi- 
vidual classes of merchandise is a sig- 
nificant step in the right direction. The 
major considerations, however, are (1) 
to accomplish the task in a way that 
does not cost more than its use will 
support; (2) to make the use of addi- 
tional data palatable to those who must 
use it; and (3) to divert its use toward 
those classes of items where the method 
will produce tangible results. 

3ecause department and _ specialty 
stores are comprised of many separate 
selling departments which are the re- 
sponsibility of individual buyers or de- 
partment managers who handle from 
one to four or five departments, the de- 
partmental operating statement has be- 
come an important management tool. 
Traditionally, in the past, such state- 
ments were developed down to a final 
net profit figure with an unusual 
amount of expense being prorated on 
a sales basis. The effectiveness of the 
use of departmental operating state- 
ments by buyers and merchandise men 
is directly related to the confidence of 
these people in the reasonableness and 
accuracy of the figures. Thus, the old- 
fashioned net profit statements with 
abnormal prorations of expenses were 
clearly not acceptable. A controllable 
profit statement was better understood 
by a buyer because only the direct or 
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easily allocated expenses, which he rec- 
ognized, were charged against depart- 
mental operations. 

The significant underlying element 
in the history of departmental state- 
ments, however, is the constant trend 
toward improving the accuracy of these 
statements and, therefore, increasing 
the acceptability thereof by the mer- 
chandising division. This sharpening 
of controllable profit statements is 
more important today than ever before. 

Along with improved controllable 
profit statements has come a trend to 
compensate buyers on the basis of de- 
partmental controllable profit rather 
than on the basis of sales increases 
with a required percentage (based on 
sales) of gross margin. 

The Expense Center Accounting 
concept, with the establishment of ex- 
pense, work, or cost centers and with 
the attention directed toward account- 
ing for productivity in many of these 
centers, lends itself to this sharpening 
of the departmental operating state- 
ment. 

It follows logically, then, that once 
controllable profit becomes a recognized 
method for judging departmental oper- 
ations and for compensating buyers, 
any technique that helps buyers in- 
crease controllable profit is com- 
mendable and should be accepted by 
the buyers. It is only when merchants 
understand and accept this fact that 
they will be sympathetic to item costing 
or item profitability—the next stage. 


Alternate Method Using Existing 
Departmental Statements 


As an alternative to the detailed ap- 
proach heretofore publicized by the 
Controllers’ Congress, it is proposed 
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that more stores approach item profit- 
ability by giving buyers charts or tables 
of data, based upon already existing 
departmental controllable profit state- 
ments. Such charts or tables should 
incorporate for the department as a 
whole all the elements of expense lead- 
ing to controllable profit except for two 
or three variables: markdowns, adver- 
tising, and possible delivery and stock 
maintenance. (These variable expenses 
—advertising, delivery, and _ stock 
maintenance—each relate to a group 
of expense centers.) In other words, 
instead of determining the costs and 
expenses applicable to individual items 
(or classes of items) by detailed analy- 
sis, the alternate method starts at the 
departmental level (at the outset) and 
assumes that the elements of expense 
attach themselves to all items in the de- 
partment at the rates shown in the de- 
partmental controllable profit state- 
ment, except for invoice cost, transpor- 
tation, markdowns, advertising, and, in 
some cases, warehousing and delivery. 
This alternative eliminates a basic con- 
flict in the detailed approach whereby 
departmental controllable profit state- 
ments are not set up (except at great 
additional expense) on the same basis 
as the buying charts. 

After a buyer has computed an esti- 
mated initial markup (including cash 
discounts and inbound transportation ) 
on a proposed purchase, he estimates 
expected markdowns and refers to the 
table or chart and determines the gross 
margin figure based on the assumption 
that the other elements included in 
gross margin (stock shortages and 
workroom costs) would have remained 
at the departmental average. Next the 
buyer estimates the desired advertising 
space and its cost based on space rates 


(including production costs ) previously 
given to him. Again using the table or 
chart, the buyer computes the con- 
trollable profit under an assumption 
that the other direct expenses would 
remain at the departmental average. In 
some departments (hard goods) where 
material handling is a major factor, 
the table or chart can provide for the 
use of warehousing and delivery as 
variables, thus enabling the buyer to 
negotiate for drop shipments if possi- 
ble, or at least to be able to distinguish 
between purchases where there is a 
large variance in warehousing and de- 
livery costs. 

At this point the buyer has given 
consideration (at the time of purchase) 
to invoice cost, inbound transportation, 
cash discount, markdowns, and adver- 
tising, and in some cases to warehous- 
ing and delivery as well. Is not this 
about all you can ask for, in addition 
to the buyer’s major consideration—the 
merchandise itself ? 


Continued Improvement in Depart- 
mental Statements 


The next step in this program is to 
improve immediately the accuracy of 
department controllable profit —state- 
ments by a more refined use of Ex- 
pense Center Accounting. This can be 
done by fanning out the individual ex- 
pense centers in accordance with the 
format of the manual and by identify- 
ing more of the charges to each center 
with the selling department. This lat- 
ter technique lends itself ideally to 
data-processing equipment by which 
the day-to-day problem of handling a 
large mass of detail is largely elimi- 
nated. Every six months, when a new 
controllable profit statement is prepared 
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for a selling department, it sho wid be 
followed by the development of a new 
set of tables or charts reflecting the 
more current figures. In fact, it is likely 
that separate charts would be used for 
spring and fall buying. Likewise, as 
departmental statements were sharp- 
ened in terms of the accuracy of the 
individual figures, an automatic im- 
provement in the accuracy of the charts 
would result. Thus the departmental 
operating statements, which the buyer 
already understands, would develop 
hand in hand with the charts used when 
the buyer goes into the market. 

With the improvement in equipment 
for the recording of expenses and the 
refinement in Expense Center Account- 
ing itself should come the development 
of operating statements by classifica- 
tion of merchandise in certain depart- 
ments rather than by department. At 
this stage of the development, the cor- 
responding charts that would be given 
to the buyers would be as accurate as 
those presently proposed in the Mer- 
chandise Management Accounting plan. 
It is also likely that this stage of the 
development might not be reached any 
sooner than the complete installation of 
Merchandise Management Accounting 
as presently envisioned by some, which 
will require a long time in the average 
store. The difference, however, is that 
with the alternate method the education 
of store personnel is on a gradual basis, 
there is a considerably lower cost, and 
there is available a tool, however crude, 
in the interim. 


Summary 


1. Determination of direct item costs 
is sound in principle because any mer- 
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chant would like to know the control- 
lable profit on each purchase. 

2. Experimentation in determination 
of item costs or profitability is not new, 
but M.M.A. represents the current 
phase of such interest by a more or 
less formalized approach to such de- 
termination. However, even M.M.A. 
has been modified during the first year 
of its discussion and use. 

3. The allocation of markdowns and 
advertising expense into cost charts 
and graphs at the departmental or clas- 
sification average is not sound, since at 
least these items must be variables in 
the consideration of each purchase. 

4. The importance of item profitabil- 
ity on a formalized approach in soft 
goods is considerably less than its sig- 
nificance in hard goods where more 
items of cost have significance. In soft- 
goods departments, markdown analysis 
may be the answer to the only signifi- 
cant element of cost that may not have 
received proper attention in many 
stores. 

5. Item costs may not be as definite 
as they first appear. The varying use 
of existing facilities or expense centers 
has an important effect on its item 
costs, so that, as the volume of items 
processed through a center is changed 
or the mix varies, the relatively fixed 
expenses of these centers will attach 
themselves in varying degrees to dif- 
ferent items at different times of the 
year. 

6. Sound departmental controllable 
profit statements with valid allocations 
of costs (and with finely divided de- 
partments in the case of hard goods) 
permit the development of acceptable 
buying charts provided certain variable 


(Continued on page 52) 








M.M.A. as a Tool for Merchandising 
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Mr. Smith, formerly a retail operating executive and now a 
full-time faculty member of the New York University School of 
Retailing, explores various facets of M.M.A.’s contribution to 
merchandising. He also raises significant questions about its ap- 
plication, such as: What will happen to the department store that ' 
surrenders its mass appeal price lines to the variety store, the dis- 
count house, and the new supermarket or “junior department 
store”’....What will be the effect of M.M.A. thinking on markup? 

Considering the M.M.A. approach in the light of older pricing 
concepts he concludes: “The new and the old will have to accommo- 
date themselves to each other ... each will contribute truths 
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tailer to consider is that M.M.A. raises 6) Merchandise of reputable qual- 
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; . : ping conditions with adequate 
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é ” 


d) Presentation of the “new 
both in fashion and function. 
Let us now examine what effect 
M.M.A. may have on the fulfillment 
of these goals. 


M.M.A. Assortments 


Cursory surveys indicate that under 
the present system of “averages” the 
low end or mass appeal price lines may 
not show a controllable profit. As Mr. 
Jones pointed out in his presentation, 
the 1956 M.O.R. “shows that delivery 
expense for the typical major house- 
hold appliance department ran 2.3 per 
cent of sales. Now it is obvious that 
a $400 refrigerator did not cost $9.20 
to deliver; yet this is the result you 
get if you accept as a fact that delivery 
expense is 2.3 per cent of sales. 

“It is also obvious that you earn the 
same gross profit when you sell one re- 
frigerator for $400 with a 20 per cent 
markup as when you sell two $200 re- 
frigerators with the same markup. We 
all recognize, of course, that the $400 
transaction potentially provides the 
store with much more net profit than 
do the $200 transactions, the reason 
being the elimination of the extra 
handling costs on the second unit for 
storage, service, delivery, etc., provided 
markdown and turnover remain the 
same. One must conclude, therefore, 
that the industry has been furnished 
with statistical information that was 
known to be potentially misrepresenta- 
tive of many items of merchandise.” * 

The crux of the problem, as Mr. 
Jones implies, is not in a method of 

1 Robert I. Jones, ““Merchandise Management Ac- 


counting in Practice,’ speech reported in Retail 
Control (February 1957). 
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accounting, cost or average, but in a 
philosophy of storekeeping. He says: 
“It is probably unimportant to ex- 
amine very completely the question 
of ‘why’ the industry has been sat- 
isfied with this degree of informa- 
tion. Perhaps one reason is that 
it has been considered unfeasible 
to cope with the thousands of 
items of merchandise handled on 
a more refined basis. Perhaps an- 
other reason is that, on the whole, 
these differences have been be- 
lieved to ‘average out.’ Or, per- 
haps, it has been considered that 
merchandising is an art and, there- 
fore, should not be influenced by 

cold cost figures.” ? 


With few exceptions every merchan- 
dise man who has ever operated a de- 
partment under a classification control 
has known or has taken into account 
variations in markup due to differences 
in price line, markdowns, shrinkage 
(particularly in high shrinkage depart- 
ments), freight, or packing, etc. Often, 
despite the knowledge that some de- 
partments were loss departments, loss 
items were carried and, despite these 
fallacies, the country is full of beauti- 
ful pictures painted by merchandising 
artists. 

Is the theory to be discarded that the 
department store is a public institution 
or its customers’ buying agent, and as 
such has the responsibility to carry 
complete stocks despite the public’s re- 
puted fickleness? What will happen to 
our store if we surrender the mass ap- 
peal price lines to the variety chains, 
discount houses, and supermarkets 
(which are slowly becoming junior de- 
partment stores—particularly in the 
mass appeal price lines) ? It is true that 


2 Jones, op. cit. 
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it costs very little more to handle a 
$12.50 skirt than a $4.98 skirt, but 
have we enough $12.50 customers if 
we drive the others to other outlets? 

These are not rhetorical questions, 
but problems to consider. We all know 
many chains and distributors that have 
been successful with limited assort- 
ments and limited price lines. Is this 
to be our goal? 


M.M.A. and Markup 


Will knowledge of costs enable the 
buyer to secure better prices from 
manufacturers? This question is most 
relevant at the low end of the price 
scale. 

Despite the fact that actual costs in 
low price lines are proportionately 
higher than in higher price lines, buy- 
ers have not been successful in getting 
better-than-average markups in the low 
end price lines. Paradoxically, the 
lower the price line, the more competi- 
tive and the more difficult it is to get 
high markups. 

It is a general rule in pricing that 
price varies directly with the degree 
to which fashion motivates a purchase. 
Thus it is possible to get substantial 
controllable profits in the upper price 
lines where fashion rather than in- 
trinsic value is the more important fac- 
tor, resulting in lower departmental 
averages than we enjoy at the present 
time. 

Under M.M.A. there is a great dan- 
ger that markups will suffer. Competi- 
tive pressure may force stores to con- 
tinue low end price lines at competitive 
markups, while new cost records may 
lead buyers to think that they can af- 


ford to sell higher price merchandise 
at lower markups. 

Mr. Roy H. Meyers, in his address 
before the NRDGA convention at 
which M.M.A. was presented, sensed 
this possibility and warned retailers: 


“You might say that, by applying 
cost accounting methods in certain 
departments, we may find that our 
merchandise could be sold at lower 
prices. This is so. It is also true 
that we have many departments 
losing so much money that you 
might think we should throw them 
out, but I would like to remind 
you that we can do neither. We 
need to keep the presently profita- 
ble departments at their highest 
profit point so that we can absorb 
some of the mistakes we will make 
in slowly inching up the markups 
in nonprofitable departments.” 
Apparently his warning was well 
justified. One large advertising agency, 
in its newsletter to national advertising 
about M.M.A., has already suggested 
that the program will ease pressure 
for retail markup on presold national 
brands because the cost of selling is 
lower! 


M.M.A. and Buying 


How will M.M.A. buyers get better 
terms? It is pointed out that buyers 
knowing costs will get manufacturers 
to ship F.O.B. store instead of F.O.B. 
factory, or else have the merchandise 
prepacked, and so on.° 

It is true that many a manufacturer 


8 Robert E. L. Johnson, executive vice president of 
Woodward and Lothrop of Washington, D.C., re 
ported at the NRDGA convention held in Janu- 
ary 1958 that, over a two-month period, the markup 
in the furniture department where M.M.A. is being 
tried rose 2 per cent. However, he explained, “We 
will know better after a six-month trial how success 
ful it has been.” 
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can be cajoled into giving a store a 
special price or another special con- 
sideration, but it is almost always be- 
cause of a special self-interest (pres- 
tige tests, etc.) or because of “past or 
future’ favors. Otherwise all these 
considerations go into cost. How else 
can the manufacturer stay in business? 
And when the spread between cost and 
retait becomes wide, we become prey to 
every price-cutting distributor in the 
community. 


M.M.A. and Price Lines 


One of the great contributions of 
Edward Filene to retailing was the de- 
velopment of the Price Line Theory. 
It enabled retailers to have wide assort- 
ments in depth with limited invest- 
ments by concentrating inventories in a 
limited number of prices. 

Today a buyer may buy an assort- 
ment of merchandise with varying 
costs to sell at one retail price if the 
“average” is right. Will cost pressures 
tend to force buyers into a multitude 
of prices so close to each other that 
confusion will result, or will it tend to 
eliminate the “good buy” out of the 
stock and leave the department only 
with the poorest values in each price 
line because it shows the highest profit ? 
Of course, the buyer should use his 
judgment, but are we not dealing with 
the same buyers who under pressure 
mistake “required” markup for “auto- 
matic” markup? How much easier will 
it be to misunderstand costs and re- 
quired contribution ! 

It is also suggested that “the depart- 
ment manager or merchandiser weighs 
the potential contribution of each sig- 
nificant item or purchase, considers 
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what services should be added, what 
they will cost, which ones customers 
will pay more for as such, what physi- 
cal volume will be sold, and whether a 
lower or a higher price promises the 
best total income.” 

Are we going to put policy-making 
decisions in the hands of buyers, or are 
we going to have a variable service 
policy with each item or both? 

Undoubtedly the variable service 
policy is the result of trying to meet 
discount house competition. But is 
M.M.A. necessary to accomplish this ? 
At the last NRDGA convention in 
January 1958, the Controllers’ Con- 
gress distributed a reprint of a news 
article that appeared in Business Week, 
October 19, 1957. The headline reads, 
“Pinning Down Retailing Costs,” and 
carries these subheads: 


The traditional system of per- 
centages doesn’t permit depart- 
ment and specialty stores to calcu- 
late their costs precisely enough 
to compete effectively with dis- 
counters. 


So NRDGA is expounding a 
new method, based on patterns of 
dollar-and-cents costs, that is said 
to give a sharper picture of the 
expenses of doing business. 


The traditional system of per- 
centages doesn’t permit depart- 
ment and specialty stores to calcu- 
late their costs precisely enough 
to compete effectively with dis- 
counters. 


If it is adopted, it means a big 
change in the way the buyers—the 
department managers—operate, 
and perhaps a variety of ups and 
downs in retail price tags. 


Will M.M.A. per se enable re- 
tailers to compete with discount- 


ers? 
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Ohrbach’s, Alexander’s, and Klein’s 
have shown great vitality and strength 
under traditional methods of operation. 
We must look for the secret of low- 
cost operation elsewhere than in ac- 
counting. As reported in the November 
1956 issue of Fortune in an article on 
the Korvette operation, the secret 
weapon seems to be an operating cost 
of 14.5 per cent of sales as against a 
cost of 33.75 per cent in 1956 for de- 
partment stores. 


Conclusion 


The necessity for clear thinking by a 
retailer in today’s economy is more 
urgent than at any time in its history. 
Pushed constantly by a higher cost of 
doing business, a diminishing share of 
the market, and besieged by discount- 
ers, supermarkets, etc., the retailer 
needs a new approach in his thinking. 

M.M.A. and its emphasis on actual 
costs by items and for services ren- 
dered to a public that sometimes seems 
unappreciative is a welcome addition 
to our thinking. Fred Lazarus, Jr., one 
of our beacons in the retailing field, 
pointed out as early as 1950 the 
need for costs on an item basis. Again 
on January 9, 1958, before the 
NRDGA convention, Mr. Lazarus 
called for an accounting method that 
would give detailed facts about costs ; 
not percentage costs, because the per- 
son responsible for the operation of 
the department must really know what 
he has added in dollars and cents when 
he is considering a particular piece of 
merchandise and the services that go 
with it. 

And as far back as 1933, the late 
Carlos B. Clark sponsored the Contri- 


bution Theory as a solution to the 
problem of pricing items with variable 
handling costs. It was a step in the 
right direction, but too few adopted the 
plan to have an effect on retailing. 

The M.M.A. plan and its stress on 
costs is long overdue, necessary—and 
welcome. 

M.M.A. is necessary to help mer- 
chandisers decide on items that are not 
“musts” in the basic stock plans of the 
store and to evaluate them on the basis 
of how much the item can contribute 
to the store profit picture. Also, many 
an item can be saved for the store be- 
cause M.M.A. may show that the item 
is profitable even though it does not 
maintain a required markup. 

The danger lies in overselling the 


benefits to be derived from M.M.A, . 


Knowledge of the facts will provide 
the buyer and merchandise manager 
with the nower to think and act, but its 
sponsors must avoid giving it the ap- 
pearance of a panacea for all the ills 


of retailing. There are many dangers | 
along the road—particularly the loss — 


of what we have—before we can gain 
the benefits of the improvements. 


There is so much yet to be done in re- , 


tailing, particularly in the fields of sci- 
entific pricing. The re-evaluation of 
operating costs (not merely calcula- 
tion), particularly in the nebulous area 
of fixed costs, in light of the challenge 
of discounters and other low-cost oper- 
ators, in the field of better selling— 
all these are in danger of being lost in 
the blinding spotlight of M.M.A. 
Each store will have to measure the 
facts produced by M.M.A. against the 
merchandising policies and objectives. 
It will have to decide whether its poli- 


(Continued on page 52) 
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The Effect of M.M.A. on Expense- 
Making Decisions 


HERMAN RADOLF 
Associate Editor, Journal of Retailing 





What questions will be raised when costs are broken down item 
by item? How will buyers and top management respond to the re- 
sulting challenge? How will M.M.A. help to determine more ex- 
actly the buyer’s responsibility for expense and also make it easier 
for him to assume that responsibility with minimum effort? How 
will M.M.A. help department heads in all lines to become more 
efficient as decision-making executives? 

These and other questions are explored by a retail operating ex- 
ecutive who is also an associate editor of the JOURNAL OF RETAIL- 
ING. M.M.A. is viewed as it affects the expense decisions of 
buyers, item by item—the value to buyers for increasing individual 
profits and to management for increasing over-all dollar profit. 











Whoever looks at Merchandise Man- 
agement Accounting does so from his 
own viewpoint. Some may regard it 
primarily as a price-making tool. Cer- 
tainly, discussion of the subject has 
stressed that facet, particularly as it 
offers a means of overcoming the 
weaknesses inherent in the use of fixed 
percentages to figure retail markups. 

Others, naturally, have looked at the 
expense side of the picture. To them, 
Merchandise Management Accounting 
is not only a device for measuring costs 
more accurately—by item categories 
rather than by department—but it 
promises to enlist additional help from 
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the store merchandising division in the 
drive against the rising expense rate. 

It takes little imagination to foresee 
that pinning down costs by item cate- 
gories will, in turn, raise questions of 
the reasons for these costs. Certainly 
the merchandise managers and buyers 
will ask questions. Otherwise they 
would be accepting the proposition that 
costs are static and unchangeable. Un- 
der Merchandise Management Ac- 
counting, this might theoretically bar 
the store forever from exploiting the 
sales possibilities of items that show a 
high expense pattern. 

Obviously, there are bound to be 
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many items on which the merchandis- 
ers and buyers could not, or would not, 
turn their backs, regardless of the costs 
entailed in handling them. So they 
probably would call upon management 
to explain why there is so much ex- 
pense attached to these items, and they 
would demand that management take 
steps to bring these costs down. 

Nor would management fail to use 
the data derived through M.M.A. to 
ask a few questions of its own. Obvi- 
ously, if the buyer is using cost infor- 
mation in making his decisions, he 
must bear an additional responsibility 
for the final result. In other words, 
his performance would be open to 
criticism on the basis of the depart- 
mental expense rate as well as on the 
basis of its sales and gross margin 
percentage. 

From the expense viewpoint, this 
would be all to the good. It would in- 
tensify the pressure on expense rates 
and thereby enlist further aid in con- 
trolling the expense dollar. This is of 
the utmost importance in an era when 
the ability to control expense weighs 
so heavily in determining the ability of 
the individual retailer to compete suc- 
cessfully for a profitable sales volume. 


Valuable Data for Buyers 


In any event, the responsibility of 
the buyer for expense is not a new con- 
cept. The contribution method of de- 
partmental accounting makes this very 
point. It recognizes that the buyer’s de- 
cisions play a prominent part in con- 
trolling certain expenses, and it meas- 
ures the margin remaining after de- 
ducting these controllable expenses 
from the gross. 


If the buyer’s compensation depends 
on the controllable margin rather than 
on sales and gross margin, his incen- 
tive is obvious. Under M.M.A. this 
buyer would have one more tool he 
can use to control the expenses in his 
department and thereby maximize the 
basis of his compensation, namely, 
controllable margin. 

Of course, buyers operating under 
a controllable margin or a contribution 
plan already take a somewhat similar 
approach. They can readily figure some 
of their major costs before they sign 
an order. For example, it is easy to 
calculate freight costs and delivery ex- 
pense per piece. If a buyer purchases 
a prepack, he will automatically know 
his packing cost. Likewise, in depart- 
ments that pay salesmen on a com- 
mission basis, he quickly derives his 
selling expense, and he can use his 
background of experience to make a 
shrewd estimate of his advertising cost. 
With these major expense items nailed 
down, the buyer is thus in a position 
to know roughly what price he must 
get for his merchandise in order to 
wind up with an acceptable profit. 

But this intuitive method, based on 
experience, is very different from the 
formalized method of calculating ex- 
penses offered by M.M.A. Also, it per- 
mits a less detailed and accurate break- 
down by item than the methods of 
M.M.A. By simply referring to a 
chart, the buyer working under the 
M.M.A. system may obtain a reliable 
figure for such expenses as receiving, 
checking and marking, transfer haul- 
ing, stock handling, and clerical work. 

In other words, for those buyers 
who already figure their expenses by 
item, M.M.A. will simplify the job and 
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make it more accurate. For those buy- 
ers who do not attempt to figure ex- 
penses by item, M.M.A. will offer an 
easy way to do so. 


Use of the Information 


What, then, would be the conse- 
quences of making available to the 
buyer reasonably accurate cost esti- 
mates by item? For one thing, buyers 
would be able to average high and low 
expense items just as they now aver- 
age high and low markup items. In ef- 
fect, they would have a means of con- 
trolling the departmental expense rate 
by controlling the departmental sales 
mix. 

This again is not a new concept. It 
stems from the knowledge that expense 
is inherent in merchandise. And how 
many stores have stressed the low-ex- 
pense soft goods departments and 
played down the high-expense hard 
goods departments in an effort to con- 
trol the expense rate and improve 
profits? Now the buyer will have avail- 
able a means of using the same tech- 
nique on the departmental level. 

Of course, by adding another varia- 
ble for the buyer to consider before 
making his buying decision, M.M.A. 
would make his job more difficult. And 
there is the further question of 
whether or not top management would 
want a buyer to allow expense factors 
to weigh his merchandising decisions. 
Some stores are content to hold buyers 
responsible only for sales and gross 
margin. They consider that the buyer 
who produces the utmost in sales and 
gross margin is making the best pos- 
sible contribution to the final result. 

But for those stores that take the 
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plunge and decide to make expense 
control an integral factor in their buy- 
ers’ decisions M.M.A. would point up 
a number of interesting possibilities. 
For example, the buyer can do a lot 
to control the amount of work neces- 
sary to service his department. 


Effect on Service 


The buyer moves merchandise from 
store to store (in a branch or chain 
operation) or between a warehouse and 
a store. Are these trips really neces- 
sary? There can be a mountain of ex- 
pense buried under the answer to that 
question. Would it be unreasonable to 
expect that a buyer might move fewer 
goods around if he benefitted from a 
reduction in the expense of hauling 
goods back and forth inside the or- 
ganization ? 

Similarly, the buyer can do a lot to 
control the character of the workload. 
Certainly the timing of vendors’ de- 
liveries plays a part in the working 
conditions that confront the receiving, 
marking, and checking departments. A 
buyer who was concerned with his re- 
ceiving and marking costs might well 
find that he has it in his power to make 
decisions that will smooth out the work- 
load in this operation. 

Again, there is nothing new in the 
concept of cutting costs by filling in 
idle time. The problem is to get buyers 
to do it so that the operation can re- 
duce its costs by doing a better plan- 
ning job. This, in turn, would bring 
about a more stable work force, which 
would result in higher morale and 
greater efficiency. The buyer who 
knows his receiving and marking costs 
by item (within reasonable limits), and 
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must consider them in making his ma- 
jor decisions, would have a strong in- 
centive to take those actions that would 
bring them down. 

The question of manufacturer pre- 
packs provides another example of an 
area in which the buyer deals impor- 
tantly with operating costs. The pre- 
pack may result in higher transporta- 
tion charges as well as a higher mer- 
chandise cost. But the buyer who 
knows his savings in handling, check- 
ing, and marking, better use of stock 
or selling space, less soilage and dam- 
age in delivery or internal handling, 
and lower selling cost is able to make 
the best over-all decision expensewise. 
That is, he will compare the cost of the 
prepack with the actual costs of pack- 
ing, checking, handling, etc., within the 
store. For providing such data, the 
value of M.M.A. is unquestionable. 

There are other areas where buyer 
decisions should be based on such cost 
information as is supplied by M.M.A. 
Does the buyer want to solicit mail 
and phone orders, for instance, or 
would it be more profitable to sell 
mainly to store traffic? Would he do 
well to sell from sample against an 
order not yet received from the manu- 
facturer, or would it be better to sell 
only what he has already in stock? 

Each of these decisions ushers in a 
train of expense-causing events which 
the buyer can weigh against the proba- 
ble merchandising consequences of his 
actions. For example: The decision 
to sell by mail may mean higher de- 
livery expense, more returns, and con- 
sequently more handling and more 
markdowns. Does the added volume 
justify it? 

Selling from sample against a manu- 


facturer’s promise to deliver may in- 
crease cancellations and customer com- 
plaints if the manufacturer should de- 
lay his delivery, or if the merchandise 
is not up to sample, or if the customer 
changes her mind because she sees 
something she likes better before the 
store can deliver the item she originally 
purchased. 

Of course, these cost-decision rela- 
tionships have always existed and al- 
ways will exist. But if management 
gives the buyer the incentive to reduce 
expenses by tying them in with his 
compensation and provides him with 
the means to know costs by supplying 
data derived from an M.M.A. pro- 
gram, it is reasonable to expect that he 
will be more likely to make decisions 
that result in a lower expense rate. 


Management’s Viewpoint 


What about management’s view- 
point? Is the game worth the candle? 
Assuming that management is willing 
to have its buyers’ merchandising de- 
cisions influenced by expense factors, 
would it be willing to undertake the 
cost of supplying the data necessary 
for an M.M.A. program? 

Cost patterns may be costly to estab- 
lish. Woodward and Lothrop, Wash- 
ington, D.C., reported at the 1958 
NRDGA_ Convention that assem- 
bling M.M.A. data for its furniture 
department took three months. And 
these patterns do not remain valid in- 
definitely. They must be refigured 
from time to time. 

Also, if the store does not already 
use the contribution plan of depart- 
mental accounting, it may have to go 
back one step farther and adopt it. 
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Otherwise, the cost patterns estab- 
lished by the M.M.A. program may 
have little influence on the buyers for 
whom they are intended. 

There may be at least a partial 
answer to this problem in the use of 
existing statistics to arrive at costs, 
particularly if the store has already 
“got its feet wet” in Expense Center 
Accounting and developed measuring 
units for its various work centers. 
Thus, Hochschild Kohn and Company, 
Baltimore, was able to figure selling ex- 
pense data for use in M.M.A. by using 
its existing statistics on departmental 
transactions and departmental payroll. 

Similarly, production records main- 
tained in behind-the-scenes operations 
may be available to figure costs, and 
documents that control the movement 
of merchandise can often supply the 
needed data easily and inexpensively. 
Such methods may be less accurate 
than intensive studies of actual move- 
ment and handling of items, since they 
employ an averaging technique that 
tends to obscure the differences 
M.M.A. seeks to establish. But often 
they can be accurate enough to supply 
usable data without going into undue 
expense. 

Some of the costs may be arrived at 
by the use of sampling techniques. For 
example, the buyer figuring the profit- 
ability of an item on an M.M.A. work- 
sheet (such as proposed by Professor 
Malcolm P. McNair and Eleanor G. 
May in their article, “Pricing for 
Profit” ?), must estimate markdowns, 
shortages, and discounts given. 

In any event, granting the impor- 
tance of expense control in stores to- 


1In Harvard Business Review, May-June 1957. 
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day, the attempt to reduce costs by the 
techniques opened up by M.M.A. 
would seem well worth trying. 

This approach promises to establish 
more firmly the merchandising execu- 
tive’s responsibility for expense. How- 
ever, it also offers the merchandising 
executive the means to measure the ex- 
pense consequences of the decisions for 
which he is responsible. 

It thereby puts him in a better posi- 
tion to make a positive contribution 
to a lower cost of doing business. And 
it holds forth the prospect of obtaining 
these results without requiring the 
store to make an unduly large invest- 
ment in payroll or equipment in order 
to produce the necessary data. 


Summary 


M.M.A., then, promises to have 
great value as an expense-cutting tool. 
It will do this by: 


1. Bringing additional pressure 
on expense from the merchan- 
dising division of the store 

2. Pinpointing the responsibility 
of buyers and merchandise 
managers for certain expenses 

3. Giving buyers a means to con- 
trol departmental expense rates 
by controlling the departmental 
sales mix 

4. Enabling buyers and merchan- 
dise managers to contribute to- 
ward a lower expense rate by 
making them aware of the ex- 
pense consequences of their 
decisions 


Through the use of data already 
available in their operations, stores may 
find that they can provide the informa- 
tion necessary for M.M.A. without 
undertaking unduly large expenditures. 











The Honor Roll in Retailing at 
New York University 


A Roster of America’s Retailing Leaders 


CHARLES M. EDWARDS, JR. 
Dean, New York University School of Retailing 





Dr. Charles F. Phillips 


For more than thirty years the New 
York University School of Retailing 
has been honoring leaders in retailing 
from all parts of the country by con- 
ferring upon them honorary member- 
ship in the Alpha Chapter of the Eta 
Mu Pi Fraternity, the only fraternity 
of its kind in the field of retailing. 
Founded in 1922 in the New York 
University School of Retailing, Eta 


Mu Pi has grown into a national or- 
ganization. 

In keeping with the high standards 
to which it has adhered since its estab- 
lishment, the Alpha Chapter grants 
honorary membership only to those 
who have made noteworthy contribu- 
tions to the ethics, the science, and the 
practice of retailing. 

When it awards honorary member- 
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ships to men and women of outstanding 
accomplishment in retailing, the Alpha 
Chapter presents to the recipients writ- 
ten citations that summarize some of 
the major facts about their achieve- 
ments. In the belief that the careers 
of these distinguished merchants will 
prove interesting and tspiring to its 
readers, the JOURNAL OF RETAILING 
publishes one or more of these citations 
in each issue. The purpose ts twofold: 
(1) to call well-deserved, wider atten- 
tion to the attainments of some of the 
foremost business leaders of our day, 
and (2) to provide a cumulative source 
of information about retailers for 
reference purposes. 
Chosen for recognition ts: 


Charles Franklin Phillips 


A teacher, a practitioner, and an ad- 
ministrator of great distinction, Charles 
Franklin Phillips has applied his talents 
with marked success to the problems of 
education, business, and government. 
In these fields and in others, he has 
won well-deserved recognition for the 
incisiveness of his thinking, the logic 
of his conclusions, and the persuasive- 
ness of his arguments. 

After earning a bachelor’s degree in 
liberal arts from Colgate and a doctor’s 
degree in economics from Harvard, Dr. 
Phillips elected college teaching in 
preference to all other possible careers. 
He thereupon accepted an appointment 
to the economics faculty at Hobart Col- 
lege. One year later he transferred to 
his alma mater, Colgate University, 
where he remained until the outbreak 
of World War II. During the period 
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of hostilities he served his country as 
a member of the National Defense Ad- 
visory Commission and the Office of 
Price Administration:' As deputy ad- 
ministrator of the latter, he had charge 
of all rationing in the United States. 
In 1944 he returned to the educational 
world when he was called to the presi- 
dency of Bates College. 

Despite the exacting requirements of 
his position as president of one of the 
country’s most highly regarded liberal 
arts colleges, Dr. Phillips finds time to 
play an important role in numerous 
civic, professional, and business or- 
ganizations. Among his varied activi- 
ties, he is chairman of the New Eng- 
land Council’s Business-Education 
Committee and the Publications Policy 
Board of the American Marketing As- 
sociation. He holds directorships in the 
Central Maine Power Company, the 
Union Mutual Life Insurance Com- 
pany, the Thomas-Phillips Motor Cor- 
poration, and Bond Stores, Inc. With 
all this, he has found time to write 
several books that have proved valua- 
ble additions to the literature on mar- 
keting and distribution, one of them a 
widely used textbook on retailing. Ac- 
cordingly, he is not a stranger to the 
faculty and the student body of the 
New York University School of Re- 
tailing. 

For his enlightened leadership in 
educational, business, and govern- 
mental affairs, Charles Franklin Phil- 
lips was awarded honorary membership 
in the Alpha Chapter of the Eta Mu Pi 
Fraternity and his name added to the 
Honor Roll in Retailing at New York 
University. 











Book Notes* 


Administrative Behavior, 2d ed., by 
Herbert A. Simon. New York: 
The Macmillan Company, 1957, 
xlviii plus 259 pages. $5.00. 


This work presents a study of decision- 
making processes in administrative organiza- 
tion. The second edition includes few, if any, 
changes from the original volume; rather, it 
tends to clarify and elaborate upon some of 
the ideas presented initially. The basic struc- 
ture of the book consists of four strata of 
problems: (1) methodological issues basic to 
an analysis of the structure of human rational 
choice; (2) a theory of rational choice fun- 
damental to an understanding of the influ- 
ences bearing upon decision-making in an 
organizational environment; (3) a detailed 
examination of these influence processes to 
provide a basis for discussing the effects of 
organization on the decision-making process ; 
and (4) illustrations of how proposed anal- 
yses can be used to deal with questions of 
organization structure. 

Herbert A. Simon is professor of adminis- 
tration and head of the Department of Indus- 
trial Management at the Carnegie Institute 
of Technology in Pittsburgh. 


The American Business System, A 
Historical Perspective 1900-1955, 
by Thomas C. Cochran. Cam- 
bridge, Mass.: Harvard Univer- 
sity Press, 1957, viii plus 277 
pages. $4.75. 

This book provides an analysis of twen- 
tieth-century American business development 
against the background of modern techno- 
logical and economic growth. Its main em- 
phasis is on the businessman, his changing 
concept of his own role in society, and the 
equally important changes in society’s atti- 
tude toward him. It shows how the back- 
ground and training of the businessman have 


* Unless otherwise noted, Book Notes were pre- 
pared by T. D. Ellsworth. 


altered during the past fifty years and points 
out the effect of the businessman’s social 
mores upon the group around him. It par- 
ticularly stresses the managerial system of 
big business, which has shaped the attitudes 
of a small group of leaders in the business 
world and has modified the relation of the 
corporation to American life. It also traces 
the effect of business growth upon the general 
economic policy of the American government, 
describing the problems of the depression of 
the thirties and of the ensuing technological 
development that was so greatly increased 
during and after World War II. 

Thomas C. Cochran is professor of the 
history of the peoples of the United States 
at the University of Pennsylvania. 


Better Business Communication, by 
Dennis Murphy. New York: Me- 
Graw-Hill Book Company, Inc, 
1956, vii plus 306 pages. $4.50. 


The twofold thesis of this book is: man- 
agement is communication; job fulfillment is 
communication. In developing these theses, 
it lists and discusses skills of human and non- 
mechanical communication in business : think- 
ing, doing, observing, talking, listening, writ- 
ing, and reading. It gives consideration to 
recent concepts in communication, such as: 
creative thinking, job performance as the goal 
of communicating, the importance of obser- 
vation to supervisors, the various meanings 
in talking, uses of listening, short cuts “in 
writing, and reasons for improved reading. 
Case studies, questions to evoke group dis- 
cussion, and “Further Reading” lists are in- 
cluded at the end of each chapter. The ma- 
terial is concisely written, easy to read, and 
well illustrated. 

Dennis Murphy is associated with the 
Service Pipe Line Company. 


Introduction to Sales Management, 4th 
ed., by Harry R. Tosdal. New 
York: McGraw-Hill Book Com- 


ints 


par- 
1 of 
ides 


aces 
eral 


4th 


lew 





BOOK NOTES 51 


pany, Inc., 1957, xiii plus 865 
pages. $8.50. 


This work represents a revision and con- 
solidation of the author’s two previous vol- 
umes, Introduction to Sales Management, 
third edition, and Problems in Sales Man- 
agement. It consists of brief textual state- 
ments of general principles to introduce the 
selected cases. Each of the case groups is 
supplemented by several shorter cases and 
questions that present in abbreviated form 
similar problems encountered in different in- 
dustries and under varied circumstances. A 
majority of the cases in the present volume 
have not been published previously, while 
many of the remaining ones from the third 
volume have been updated. 

Harry R. Tosdal is professor of business 
administration, Graduate School of Business 
Administration, George F. Baker Foundation, 
Harvard University. 


Marketing in Transition, edited by 
Alfred L. Seelye. New York: 
Harper and Brothers, 1958, x plus 
337 pages. $4.50. 


The readings included in Marketing in 
Transition have been specially chosen to com- 
plement textbooks and casebooks used in col- 
lege and university marketing courses. The 
editor has selected articles that show the 
changes which have been taking place in 
marketing methods, institutions, policies, and 
functions since World War II. Included are 
several selections that had great impact on 
the thinking of marketing men when they 
first appeared in professional journals. Be- 
cause of the high percentage of readings 
closely related to retailing problems, this 
book should be especially valuable for schools 
in which marketing and retailing courses are 
closely integrated. 

Gorpon B. Cross 


Problems in Marketing, 2d ed., by 
Malcolm P. McNair, Milton P. 
Brown, David S. Leighton, and 
Wilbur B. England. New York: 
McGraw-Hill Book Company, 
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Inc., 1957, ix plus 740 pages. 
$7.00. 


This book, a new edition of McNair and 
Hausen’s Problems in Marketing, first pub- 
lished in 1949, covers the whole broad field 
of marketing. The new volume presents a 
total of 79 cases, no more than ten of which 
are substantially the same as cases in the 
previous edition. Other additions include 
notes and cases on special promotion methods 
and marketing research. Another change is 
the inclusion of four Canadian marketing 
problems prepared originally for the Uni- 
versity of Western Ontario School of Busi- 
ness Administration. 

Professors McNair and Brown, are mem- 
bers of the faculty of the Graduate School 
of Business Administration, Harvard Uni- 
versity, while Professor Leighton is with 
the School of Business Administration, Uni- 
versity of Western Ontario. 


Sales and Marketing Management, 
Text and Cases, by Lewis K. 
Johnson. New York: Allyn and 
Bacon, Inc., 1957, xii plus 644 
pages. $6.95. 


The stated purpose of this book is “to pre- 
sent a philosophy of marketing management 
that might serve in this distribution age as 
a long-run guide for the progressive admin- 
istration of the sales operations of manufac- 
turing firms.” Its basic thesis is that sales 
executives must search unrelentingly for ef- 
fective ways of administering each and every 
phase of a firm’s sales operations. It par- 
ticularly emphasizes the need for formulating 
sales objectives clearly, adhering to funda- 
mental marketing principles, planning care- 
fully all details of sales operations, and 
thoroughly integrating all phases of the over- 
all marketing program. 

The subject matter, including a total of 38 
cases, is presented under these eight head- 
ings: Introduction, The Product, The Mar- 
ket, Distribution, The Sales Organization, 
Sales Management Functions, Sales Promo- 
tion Functions, and Sales Control. In addi- 
tion, a number of study questions and/or 
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short bibliography are included at the end 
of most of the chapters. 

Lewis K. Johnson is professor of com- 
merce, Washington and Lee University. 


Selection of Management Personnel, 
Volumes I and II, edited by M. 
Joseph Dooher and_ Elizabeth 
Marting. New York: American 
Management Association, Inc., 
1957, 542 and 364 pages respec- 
tively. $10 to members and $15 
to nonmembers for the set of two 
volumes. 


This handbook on the selection of man- 
agerial personnel defines the essential nature 
of the manager’s job, identifies the qualities 
necessary for managerial success in business 
and industry, and describes how managers— 
from supervisors to company presidents—are 
chosen and evaluated. The subject matter is 
presented in two volumes. Volume I deals 
with such topics as the selection of super- 
visors, the selection of executives, and the 
practical aspects of executive and supervisory 
selection. Volume II sets forth company prac- 
tices in management selection of 19 different 
business concerns. 

Executives at all organizational levels 
should find this handbook a helpful addition 
to their business libraries. 





M.M.A. as a Tool for Merchandising 
(Continued from page 42) 

cies and practices are sound or whether 

it should undertake to revise them in 

the light of new cost information and 

competitive condition. 

It might well be that M.M.A. will 
open the door to devising a method for 
competing effectively with underselling 
retailers. But it can also happen that 
M.M.A., by undoing the practices that 
have sustained the business and fos- 
tered its growth, will open a door to 
newer and greater problems. 

Obviously stores will not abandon 
lightly objectives that justify their ex- 





istence and that in the long run will 
prove necessary for survival. It would 
be more practical perhaps to install a 
method of collecting cost information 
and classifications without changing 
completely our present methods. Then, 
after reviewing changes in merchandis- 
ing concepts and principles that will 
have to be made as a result of these 
new cost figures, we will be in a better 
position to determine whether the com- 
plete change should be made or the in- 
formation be used in a modified way 
for the elimination of the nonprofit 
items. 

It stands to reason that the new 
and the old will have to accommodate 
themselves to each other. And it might 
well be that each will contribute truths 
that will strengthen the validity of the 
whole and thereby impart new vigor 
into the established forms of retailing. 





M.M.A. Should Supplement Ex- 
pense Center Accounting 


(Continued from page 37) 
expenses are recognized: markdowns, 
advertising, delivery, and warehousing. 
Such charts can be set up, maintained, 
and effectively used at lower costs than 
charts developed by detailed studies of 
expenses. This approach does not pre- 
vent a store from making detailed 
analyses relating to the handling of in- 
dividual items in order to improve pro- 
cedures relating to receiving, marking, 
warehousing, delivery, etc. 

7. Merchandise Management Ac- 


counting (better identified as item 
profitability) is fully compatible with 
Expense Center Accounting and, in 
fact, if the need for sound departmen- 
tal statements is recognized, M.M.A. 
cannot live without E.C.A. 





